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Depreciation of Manufacturing Plants 


By Freperick G. Cottey, C. P. A. 


So much has been written on the subject of depreciation as its 
treatment concerns accounting practice that its consideration 
within the limits of a JouRNAL article must perforce be compara- 
tively cursory. Nevertheless, in spite of (and possibly to some 
extent because of) the numerous technical treatises on the subject, 
the public accountant very frequently meets with difficulties and 
objections from the practical layman in the application of the 
principles laid down. 

Depreciation has been well defined as the depletion or fall in 
values of wasting assets during the period of their use in or 
availability for seeking profits, increase or other advantage. Ina 
manufacturing plant, depreciation is an essential element in the 
cost of the product, equal in importance to any other element 
entering into the product directly or indirectly. The decline in 
value—depreciation—of plant assets during the period in which 
they are used or available for use, may be due to one or several 
of the following causes: 


(1) Wear from productive use. 

(2) Decay and disintegration regardless of use. 

(3) Obsolescence of plant or product, from various causes— 
supersession of design, changes in methods of manu- 
facture, abandonment of product in favor of a cheaper 
or better or otherwise more marketable product. 

(4) Expiration of time—incidental to all of the foregoing, 
1-3. 
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(5) The possibility of casualties not provided for. 

(6) Diminution of the mass or source of manufacturing raw 
materials—a contingency generally remote in the 
average manufacturing plant, but more pronounced in 
the case of a mining or ore converting plant. 


The proper charge against the cost of the product, to cover the 
depreciation of all elements of a manufacturing plant, may there- 
fore be defined as such a sum periodically set aside or written off 
as will replace the capital invested (with reasonable prudence and 
foresight) in the original cost of such plant, coincidentally with 
its complete exhaustion for economical and efficient use, with 
relation to and in competition with the industry generally, and 
specifically taking into consideration the six elements contributing 
to depreciation stated above, making due and proper allowance 
for the probable salvage value of the plant at the date of such 
exhaustion. The necessity for the accurate determination of the 
depreciation charge is most important in a manufacturing plant 
for many reasons, but particularly having regard to its direct bear- 
ing upon the true cost of the product and the proper computation 
therefrom of competitive selling prices. In a corporation, or 
business of otherwise joint ownership, which is subject to change 
through the transfer of holdings, it is of the utmost importance 
that the determination of the depreciation charge be on such a 
basis as will protect future stockholders or joint owners from 
the necessity of extraordinary charges against revenue to replace 
the exhaustion of capital values (depreciation) which should have 
been currently and regularly provided for. 

In a very able article on The Problem of Depreciation, by 
Mr. George O. May, appearing in the January (1915) number of 
THE JourNnaL, he very lucidly calls attention to some general 
misconceptions regarding the meaning of the term depreciation as 
affecting the accounts of a business. Briefly, and with due 
acknowledgment to Mr. May, depreciation, for accounting pur- 
poses, is not the antonym of appreciation. “Expired outlay on 
productive plant” seems more clearly to describe the true account- 
ing meaning of depreciation, and it would be as difficult to imagine 
an antonym to that phrase as for a human being to keep awake 
constantly by turning back the hands of the clock. While 
probably opening myself to criticism for the statement, I offer as 
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a sound accounting principle that the capital value of a wasting 
asset in a going concern under normal conditions can never 
appreciate. It might be arbitrarily (or, say, scientifically) re- 
valued by an engineer for one or more of various purposes, or 
by a purchaser of the business, at an amount in excess of the 
original capital value (less an amount representing normal de- 
preciation arrived at with regard to the six elements heretofore 
named) but the resulting appreciation is dictated by considerations 
entirely foreign to a proper and scientific statement of the true 
value of that particular wasting asset to the business. 

All manufacturers recognize the necessity of a periodical 
inventory of raw materials and supplies more or less directly 
entering into the cost of product. The physical inventory is 
recognized as the scale through which properly to weigh the 
volume and value of materials and supplies used, or to verify or 
review the records thereof, even in businesses where the cost 
accounting system is designed to keep the same current record of 
the use of such floating assets as is aimed to be done with cash 
in practically all businesses. In spite of the general relative care 
with which cash records are kept, it is not thought unnecessary to 
count physically the asset of cash to prove the theoretical inven- 
tory as shown by the balance in the cash book. (“Depreciation of 
cash” even is known to have occurred and defalcations have been 
discovered upon the proper taking of a physical inventory, and 
unless the amount be recoverable from a bondsman or otherwise 
we have “a casualty for the insurance against which no charge 
has been made,” although cash is not a plant asset subject to the 
usual depreciation considerations.) Public accountants can never 
fully demonstrate their eventual value to the community until 
they have converted many manufacturers to proper practice in 
the matter of depreciating plant assets. Many manufacturers fail 
to recognize the identity of principle which should govern the 
charge to cost of manufacture for materials and supplies used and 
for depreciation of plant values. As bearing on this disposition 
public accountants often find the manufacturing account charged 
with the value of materials as per inventory at the beginning of a 
period, and with the entire purchases of materials during the 
period, and per contra credited with the value of materials as per 
inventory at the end of the period. The resulting balance—pro- 
vided the inventories are taken and valued correctly—represents 
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the value of manufacturing materials used during the period. If 
it be necessary to go through this bookkeeping routine to de- 
termine manufacturing materials used, why is it not necessary to 
do likewise to determine the waste or used value of plant assets 
during the period—i. e., depreciation? In other words why is it 
not necessary to inventory plant assets at the beginning and end 
of a fiscal period accurately to determine manufacturing cost dur- 
ing the period? I maintain that it is necessary. The matter of 
form which such inventory should take is immaterial. The objec- 
tion naturally urged is that the work involved does not warrant 
the results obtained—an objection which upon examination is 
generally admitted to be fallacious. In a properly organized 
factory it is neither relatively costly nor inconvenient to provide 
means for a constant and current record of plant assets, including 
land, buildings, structures, power plant, power transmission, 
machinery and such patterns, tools, dies, jigs, fixtures and other 
equipment, the value and permanence of which warrant the treat- 
ment of their cost as so-called capital expenditure. Such a record, 
preferably on cards, and capable of being readily arranged for 
checking by physical comparison (inventory) with the plant item 
represented, should provide the best possible vehicle for use in 
determining the proper charge for depreciation of manufacturing 
plant assets. As the best illustration of the form and use of such a 
record I refer to the recent volume by Earl A. Saliers, Principles 
of Depreciation, pages 42, 43 and 44. It is sufficient for present 
purposes to reproduce, with the permission of the publishers, 
page 42. 
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Such a record of plant assets by items (or in some cases classes 
of items) should be reviewed periodically, and on the reverse side 
provision should be made for a concise history of the cost of 
repairs or revision of design, etc., and other data bearing upon 
the continued capacity and utility of the item as an efficient and 
economical unit in the general scheme of production, varying in 
form according to the nature of the business and the classification 
of the item. The record should be periodically compared with the 
physical property by a competent person in authority, making due 
notation of condition, revising if necessary the original estimate 
of efficient life, and the depreciation computed accordingly on 
each item or class of items, having regard to the considerations 
heretofore cited, viz: Wear from productive use, decay and dis- 
integration regardless of use, obsolescence of the plant item or 
the product it serves, expiration of time, the possibility of casual- 
ties not provided for, and diminution of the mass or source of 
manufacturing materials treated by each plant item or class of 
items. 


The plan of thus periodically reviewing plant values in detail 
with the view of determining the depreciation charge, however, 
should be considered with due regard to its limitations, and the 
possibilities of arriving at results not justified by eventual ex- 
perience. In the first place any responsible public accountant- 
auditor should be satisfied that the person authorized to make or 
supervise such review is a technically competent person, familiar 
with the practical utility and value of the plant items reviewed. 
In conjunction with such authority and from evidence directly 
adduced, the auditor assuming to certify to the correctness of the 
balance sheet and profit and loss account of a business should 
satisfy himself upon each plant item or class of items generally 
as follows: In the vouching of capital expenditure—expenditures 
on wasting plant assets subject to depreciation—it should be 
ascertained that no fictitious or extravagant values have been 
introduced and that such expenditures, both in prime cost and 
installation or incidental cost, etc., represent capital invested with 
reasonable prudence and foresight. Experiments in design or 
installation which proved to be unwise, and were not adopted, 
should form no part of the capital value subject to depreciation. 
They become an immediate charge against revenue. The expected 
efficient life of a plant item, while often capable of varied demon- 
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stration from different points of view, should be determined 
largely by the local and particular conditions surrounding the 
business, its product and the particular item under consideration, 
and the judgment of the responsible authority should be accepted 
unless good reason for challenging it develop. Nevertheless, the 
public accountant-auditor should be so generally experienced in 
such matters and should have so many independent avenues of 
information that no grave error of judgment as to the probable 
efficient life of a plant item is likely to pass without challenge if 
the necessary diligence be used. Regarding wear and decay and 
other considerations entering into the periodical review of plant 
values with the object of determining accrued depreciation, the 
factors generally considered are necessarily apparent physical 
condition, maintenance of productive capacity and apparent 
probability of continued efficient use. While the particular item 
may appear to be as good as new it is apparent that each year of 
use brings nearer the time when the item will perforce require 
to be replaced, either owing to the cost of frequent necessary 
repairs or to supersession of design, and the extinguishment of 
the original capital value of the item during its probable efficient 
life (regardless of apparent immediate condition or present repro- 
duction value affected by advance in original cost or otherwise) 
should be the controlling factor of consideration. 

It has been said repeatedly that the professional accountant is 
not a valuer—a statement which I have always to a large extent 
challenged. The narrow, technical accountant who “reports the 
facts” and leaves the client to draw his own conclusions, has no 
place in the councils of the profession in America. The original 
cost of any permanent plant asset (represented by the properly 
vouched investment of cash capital—i. e., invested—with reason- 
able prudence and foresight) duly depreciated with diligent 
regard to the elements of depreciation as herein referred to, is the 
real value at which to state such asset in the balance sheet of a 
going concern, to which any public accountant may append his 
signature as expressing, in his opinion, the true condition of such 
company. Provided proper records and details are kept, con- 
stantly and currently, the public accountant should be the most 
capable valuer available for all ordinary and most extraordinary 
purposes. The accountant who is willing to seek to shield himself 
on this question under the timid statement that, after all, a balance 
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sheet is merely an expression of opinion (expert opinion?) has a 
very narrow field of real usefulness in this day and age. The 
highest standards of the profession will be served by him who is 
prepared to stand up against criticism of the values at which 
plant assets are stated, provided reasonable facilities and records 
are afforded him in judging of such values—subjected to proper 
depreciation—in a balance sheet which he is willing to certify as, 


in his opinion, exhibiting the correct condition of a business at a 
given date. 
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Valuation of Public Utilities for Rate-Making 
Purposes 


By CHARLES C, JAMES 


Recently the interstate commerce commission handed down a 
decision in the case of Lum v. G. N. Ry. (33 I. C. C. 541) to 
which only passing notice was given in the press. The conclu- 
sions reached, which were of no general interest, were published 
in a brief way, but the premises on which the conclusions were 
based escaped attention entirely. These premises were funda- 
mental and their acceptance is likely to have far-reaching results, 
not alone in the railway world but wherever the valuation of 
public utilities enters into the fixing of rates for public service. 
The commission’s opinion was written by Commissioner Balthasar 
H. Meyer, formerly of La Follette’s famous Wisconsin state rail- 
road commission, and one of the earliest students in public life of 
the problems with which this opinion deals. His unquestionable au- 
thority to speak on the subject is not unlikely to result in this 
opinion being accepted as establishing the precedent by which 
all similar questions in the future shall be decided by the federal 
commission and by which the decisions of all other commissions 
and of the state and federal courts most probably will be greatly 
influenced. That this may be looked forward to with complais- 
ance cannot be admitted when from examination of the reasoning 
set forth in the opinion we observe how exclusively it rests upon 
the unacceptable assumption that the only property on which the 
carriers are entitled to earn a return is that part of their road 
and equipment acquired by capital investment (as distinguished 
from the investment of profits from operation), and not on all of 
that unless its depreciation has been made good by the reinvest- 
ment in road or equipment of depreciation funds specifically 
labeled as such on the carriers’ books. 

In discussing the subject of deducting depreciation from the 
cost of replacement new as of the date of inventory, to determine 
the value of the property devoted to the public service, the opinion 
reads : 


No hard and fast rule has yet been established for determining for all 
roads the fair value of the property. There may be instances where no de- 
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preciation should be deducted from the cost of the property, but in the three 
cases before us there is no doubt that the depreciation actually accrued 
must be deducted. In the five years ending in 1912, for example, the Allouez 
Bay Dock Company charged $978,396.34 to operating expenses on account 
of dock depreciation. The commission is asked to take into consideration 
the resulting operating expense so increased in fixing an ore rate and at 
the same time allow a return on the cost new of these docks. This cannot 
be conceded. Similarly with the depreciation accrued on equipment. 

In the case of the Iron Range, the accrued depreciation on docks and 
equipment that had been actually charged to operating expenses, as of 
June 30, 1914, was $3,787,440.09. The corresponding amount for the Mis- 
sabe was $4,247,020.81. It was suggested that these depreciation funds 
represent cash used in the business, and the interest on the funds is 
entered in the income account. In none of the cost estimates submitted in 
this case was any deduction made on account of such interest received. 
It may be noted in this connection that a consideration of the miscella- 
neous income from sources other than operating revenues, in comparison 
with the miscellaneous rents and other deductions from income in the 
case of the Iron Range and Missabe roads, indicates that the plan pursued 
in the cost exhibits of confining attention to operating expense, taxes and 
capital charges, and ignoring other income items, does no injustice to 
carrier. 

It would seem from the commission’s statement of the case 
that if the carriers had made a showing of the income from work- 
ing capital and collateral investments not included in their road 
and equipment accounts, such assets would have been accepted 
as a part of the property devoted to their common carrier service 
on which they might have claimed an adequate return through 
their transportation rates. The commission itself suggested a 7% 
return on the property of these carriers, and apparently ren- 
dered its decision with that rate of return in mind. If the in- 
come actually derived by these carriers from such ancillary sources 
amounted to less than 7%, manifestly a mistake was made in not 
showing such return and claiming the right to make up out of 
railway revenues the amount of the shortage. 

It does not seem too much to say that even though this show- 
ing was not made by the carriers in their own behalf, the com- 
mission, as an administrative tribunal, was in duty bound to de- 
velop and affirmatively to consider it—as a matter of precedent 
at least, even if it were found that its weight in this particular 
case was negligible. When the character of the miscellaneous 
assets of the ordinary carrier is considered, the importance of 
this point becomes obvious. For the most part the prime function 
of common carriers is the business of transportation, and their 
investments are usually made with the idea in mind of promot- 
ing their transportation business. As a result, such investments 


of themselves are ordinarily productive of very small returns. 
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The commission’s accounting rules require that a reserve be 
accumulated out of each year’s income sufficient to provide for the 
replacement of equipment when it becomes necessary to retire it, 
and admit of similar procedure to provide for the retirement of all 
other perishable property. If it were possible to conform these 
accumulations to the physical depreciation of the property, and 
these sums were immediately reinvested in new property devoted 
to transportation operations, it would be plain that the original in- 
vestment was being kept intact, that new property was constantly 
being provided of a value equal to the depreciation—the loss in 
value—of the old. But in actual practice it is neither feasible nor 
desirable to accumulate depreciation funds in conformity with the 
erratic course of physical depreciation, or to restrict the use of 
such funds to investments in road and equipment. Higher con- 
siderations demand that available funds shall be used where they 
are most needed. Cash must be provided to meet current bills, 
and much good money is tied up in uncollected accounts and in 
material and supplies. These form a part of the investment of the 
carrier, no less than its road and equipment. Again, there may 
be excellent business reasons why available funds should be in- 
vested in property that does not directly serve the traveling or 
shipping public. These are conditions common to all business 
undertakings, so that, broadly speaking, may it not be justly main- 
tained that the stockholders of a company are entitled to adequate 
return on the present worth of all assets (in excess of non-interest- 
bearing liabilities) utilized in the conduct or the development of 
transportation service ; and that to whatever extent this is not pro- 
vided from other sources it should be furnished by revenues de- 
rived from transportation operations ; always provided, as a mat- 
ter of course, that the affairs of the company have been managed 
honestly and to the best of the ability of the officers to whom 
they have been entrusted, and that depreciation funds accumu- 
lated out of the transportation revenues of the past have not been 
diverted to projects foreign to the service of the public? 

Apparently, the commission does not hold this view, since while 
not called upon to consider an allowance of adequate returns on 
working capital, it did directly disallow a claim for return on one 
class of collateral investments. 


We also note that among the terminal facilities of this road is an 
item of 2,033.63 acres of land costing $3,581,368.44, but entered in the 
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valuation at $1,823,713, held for future terminal facilities. Whether the 
present shippers of ore should be called upon to pay seven per cent on the 
value of lands held for the possible future use of a carrier that faces 
“certain extinction” is open to question. 

The commission’s comment on the probability of the ex- 
tinction of the carrier in question is apparently not to be taken 
seriously, as the opinion later discloses that this carrier’s future 
seems to the commission to be well assured. 

If the commission’s comments in this connection indicate its 
attitude, the result is likely to prove an uneconomic one. Mani- 
festly, if the public is not to be called upon to assume the cost 
of carrying property purchased for future needs in transportation 
operations, stockholders of the company are entitled to one of 
two things: either to add to the cost of such property a fair rate 
of interest on its purchase price from the time acquired until actu- 
ally put into use for transportation service, or to capitalize the 
accretion in its value during the period it is held. Either of these 
plans of reimbursement to the stockholders—while proper enough 
in theory, in that they assign to the transportation service of each 
fiscal period only the facilities devoted to its accomplishment— 
will produce a credit to the profit and loss account of the company 
not accompanied by any increase in funds available for dividend 
distribution. Such funds could be secured only by borrowing 
them, and obviously it would be difficult to borrow money at rea- 
sonable interest rates on the security of a mere increase in the book 
value of fixed assets. Hence, whenever the amount involved be 
large, the tendency, regardless of the economy of doing so, will be 
to withhold the purchase of property until it is immediately re- 
quired, so that there will be no doubt as to its productivity in 
money as well as in figures. 

In addition to finding that the carriers were entitled to earn a 
return only on the part of their property consisting of road and 
equipment, the commission apparently disallowed all claims for re- 
turn on such property when its cost was charged to operating ex- 
penses at the time it was constructed. In this connection it was 
said : 

The engineer who made this estimate testified in the present case that 
adaptation and solidification of roadbed represented an element of value 
which is properly included in the valuation of the road, notwithstanding 
the fact that the cost of same was charged to operating expenses. 


It is true that the added value of an adapted and solidified roadbed is 
no less real if charged to operating expenses than if charged to capital 
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account, but it is a question whether in this case we can reasonably include 
in a valuation that which a company has voluntarily chosen to regard as an 
operating expense, as something charged off for the year and not as a new 
investment. 

Here we have laid down as a rule the apparently sound dictum 
that one cannot eat his cake and have it, too. But to the extent 
that the value of property acquired at the expense of operation 
may go to equalize the depreciation of property acquired by capi- 
tal investment, it manifestly must be allowed, for it is fundamental 
that the capital investment must be kept intact out of income as a 
first consideration to the continued operation of the property. 

It may be that certain unduly favored companies have in the 
past been able to accumulate additional property out of income 
far in excess of all depreciation of their capital investment, but 
as to such let it be said that the public has at least secured greater 
benefits from having these earnings plowed under than would 
have resulted if they had been dissipated in dividends as they 
might very well have been in the days of laissez faire. 

Is it to be said of those companies that have withheld from 
their dividend envelopes enough more than niggardly to maintain 
their properties that they have burned the candle at both ends; 
that having once decided to forego capitalizing the part of the cost 
of renewals which contributed to upbuilding their properties they 
must now relinquish all claim on the public for a return on the 
money so invested ; that because the income of past years has been 
sufficient to carry these charges the public has discharged its 
debt to them in full; while other roads, which until the law 
made it criminal to do so longer may have capitalized even a large 
measure of their maintenance cost, shall suffer no such penalty? 
Whatever else may be true, the paramount fact remains that every 
past charge to operating expenses in excess of bare maintenance, 
whether betterment expenditure or excessive depreciation charge, 
represented a voluntary investment in the business which, being 
voluntary at the time it was made, should not now be confiscated 
because its result may have been for a while to conceal profits in 
excess of such as may now be claimed of right. 

Except in certain unusual cases, would it not be just, in plac- 
ing a value on a carrier’s property for rate-testing purposes, to ac- 
cept the fairly depreciated present replacement cost of its entire 
owned and leased railroad property as it is found by the govern- 
ment’s engineers physically to exist after making proper allow- 
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ances for depreciation accrued during the construction period 
and any other items of development cost that would be necessary 
incidents to a reproduction of the property? This is the true 
basis on which the property would change hands between a willing 
buyer and a willing seller if the factor of earning power could for 
the moment be excluded. Hence it is the true intrinsic value of 
the railroad as private property, which, being dedicated to public 
use, should not be confiscated by the public through reduction of 
the earning’ power of its service rates below the level necessary to 
produce a fair return on this value. To set up instead, as a com- 
mon standard of value, the worth of only such property as has 
been acquired by “capital investment” in the absence of a prior 
agreement or obligation to do so, would deny the legal necessity 
and the economic demand that the private character of the owner- 
ship of the property be governing. Moreover, it would too nearly 
amount to changing the rules after the game had begun, with 
the result that for certain individuals the government would 
relatively relieve them from the normal penalties of their improvi- 
dent business practices, since for others it would expropriate the 
promised rewards of what were otherwise the far-sighted and 
judicious conservation and development of their property. And 
to do this were un-American. 
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Standardization of Financial Statements * 


By Francis Oakey, C. P. A. 


At the present time there appears to be a generally prevailing 
ignorance on the part of the citizen in regard to the finances of 
his government. The majority of persons are not conversant with 
the principles of finance and very few indeed are in possession of 
the facts relating to the financial condition and operations of the 
city and state in which they live. That this condition exists has 
been frequently shown by recent occurrences. 

Only last year the citizens of New York became thoroughly 
awake to the fact that the city debt and the annual expenditures 
for interest and redemption had reached abnormal figures that 
had been steadily growing for a number of years. It appears 
that during the years of this development the citizens were not 
aware of the course that was being followed and its inevitable 
results. 

In my opinion there are two causes of this lack of knowledge— 
first, failure on the part of our educational institutions to give 
the student a practical course of instruction in government finance 
as it exists today; and, second, failure on the part of our states, 
cities and towns to make available to the citizens complete, exact 
and clear information about the public finances. Faulty methods 
of education your association can correct only through its in- 
fluence and by its suggestions. But as a body of comptrollers and 
accounting officers this association has every opportunity of per- 
fecting and standardizing the methods of informing the citizen 
regarding his government’s finances. 


PRESENT LACK OF STANDARDIZATION 


A most superficial examination of the present financial state- 
ments produced by the cities of this country will at once disclose 
great variation in content. We have many forms and methods of 
reporting, from the simple statements of cash receipts, disburse- 
ments and balances of the smaller cities to the financial summary 


*An address before the convention of the National Association of Comptrollers and 
Accounting Officers at San Francisco, July 23, 1915. 
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of the city of New York, which sets forth the results of the most 
complex transactions. Then there are the statements of Phila- 
delphia, Cleveland, Minneapolis and Seattle, which constitute 
some of the nearest approaches to the commercial methods of 
reporting. In short, it appears as if each city had adopted its own 
peculiar methods and a terminology that in many instances is of 
special significance. The result is that the reader cannot gain 
an intelligent understanding of these statements unless he has 
been through a special course of training or study which will 
supply him with a knowledge of the financial policy and history 
of the city and the laws that govern its finances. 


THE LIMITS TO WHICH STANDARDIZATION MIGHT BE CARRIED 


It is quite apparent to anyone who has given careful thought 
to the subject that there is a limit beyond which it is impractical 
to standardize financial statements of cities. First, there are the 
limitations of existing accounting methods which make the pro- 
duction of certain information impossible ; second, there are legal 
limitations imposing certain restrictions or specific requirements in 
respect to the information to be produced; third, there are the 
practical limitations that exist on account of the need of producing 
information primarily for local use. 

It is not uncommon for the content of the annual financial 
report to be prescribed by the charter or by ordinance. When 
such a charter provision or ordinance exists, it is often the case 
that the details enumerated therein have been written by persons 
who are not qualified to determine what financial information is 
needed and without the advice of those who are qualified. The 
result is that information is prescribed which is not needed and 
which should not be produced and included in financial state- 
ments, and that information is omitted which is highly important. 

There is still another legal limitation. It is often the case 
that the laws relating to borrowing, revenue raising, sinking funds, 
or other financial subjects are expressed in terms that have a local 
significance. The financial statements must be presented in terms 
that are consistent with the law and, therefore, under the condi- 
tions described must contain a terminology that in many instances 
is colloquial. An example of this is the term “corporate stock,” 
which is defined in the charter of the city of New York and 
consequently used in its accounts and reports. This is a term 
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that is not in general use and its significance cannot be known 
without a careful reading of the charter provision that defines it. 

The most important considerations that place a limit upon the 
extent to which financial statements can be standardized are those 
that relate to the primary purpose of the statements of a city. It 
is obvious that the information produced is primarily for the 
executive, the legislative body and the citizens of the particular 
city concerned and should not be made to conform to standards 
of other cities the adoption of which will in any way interfere 
with a complete understanding of the facts. 

In view of these limitations the extent to which financial state- 
ments may be standardized may be defined as follows: 

1—The inclusion of statements which have been found to be 

most effective in setting forth the condition and opera- 
tions ; 

2—The presentation of the statements in accordance with an 
arrangement and order that is clearest and easiest to 
follow ; 

3—The setting up of each statement in accordance with the 
form that has been generally recognized as correct ; 

4—The use of standard accounting terminology except in 
those instances where colloquial terms are necessary. 

Let us consider briefly some of the details of these proposi- 
tions as applied to the annual financial report. 

First, its content. In addition to the statements and exhibits 
it is desirable that the comptroller should submit a message, con- 
taining a summing up of the financial operations and results of 
the year, together with his recommendations as to the financial 
policy. The message should be followed immediately by the 
financial statements. 

I will not take up your time with a discussion of the theory, 
content and purpose of these statements. That subject has in past 
conventions of this association been very ably discussed. Let me 
enumerate, however, the statements that, to my mind should be 
included and the order and relationship in which they should be 
presented. 

There are two main subjects that should be covered in the 
financial statements of any institution, whether public or private. 
First, the condition at the end of the reporting period, and, second, 
the operations during the period that have resulted in the condi- 
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tion. Consequently, there are two main statements about which the 
report should be constructed, namely, the balance sheet and the 
statement of revenues and expenses. These two should be con- 
nected by an intermediate exhibit, the surplus account. The 
final figure of the statement of revenues and expenses, the surplus 
or deficit from operations, supports an item in the surplus 
account; the final figure of the surplus account supports the 
surplus balance of the balance sheet. 

The balance sheet should be presented first and should be 
followed immediately by a series of schedules supporting respec- 
tively its several balances of assets and liabilities. This series of 
schedules should be followed by the surplus account, which, in 
turn, should be followed by the statement of revenues and ex- 
penses, which should be supported by statements relating to the 
tax levy and to appropriations. In order to emphasize their im- 
portance the three main statements, the balance sheet, the surplus 
account and the statement of revenues and expenses, should be 
designated by a main series of numbers or letters. For example, 
let them be designated, respectively, exhibit A, exhibit B, and 
exhibit C. Let the schedules of assets and liabilities be designated 
by a secondary series of numbers, to indicate their subordinate 
relationship to the balance sheet, for example, exhibit A—schedule 
1, exhibit A—schedule 2, etc. Against every item that is sup- 
ported by a subsequent exhibit there should be a notation referring 
to such exhibit. The final figure of every supporting exhibit 
should bear a reference to the balance or item that it supports. 

This arrangement and referencing will do much towards mak- 
ing clear the information that the statements contain. Let us 
consider what further means may be adopted to make every 
balance and every item perfectly significant. First, there should 
be a logical classification of assets and liabilities and of revenues 
and expenses ; second, each item should be expressed in terms that 
are correct and consistent with the best usage; third, the basis of 
the figures should be: made clear; fourth, there should be an 
appendix of the laws that govern the transactions on which the 
more important balances and items are based. 

Time does not permit of discussing the classification of assets 
and liabilities and of revenues and expenses. That is a subject 
by itself of almost unlimited scope. 

The adoption of a standard terminology is one of the most 
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important requirements. The failure to express headings, cap- 
tions and items in correct and generally understood language is 
one of the chief causes of unintelligible statements. At the present 
time there appears to be no standard terminology. The bureau 
of the census has prepared and prints annually in its reports an 
accounting terminology for the use of cities; but this has not yet 
been generally adopted. I believe it would be desirable for every 
city and town to adopt the census terminology as far as possible, 
using special terms where required by law or by unusual condi- 
tions, but defining such special terms by footnotes. 

As to the basis of the figures—no balance sheet is completely 
informative unless the bases of the values presented are known. 
It should be stated in footnotes or in an explanatory text whether 
the values of real estate are based on cost or on an appraisal ; 
whether the values of buildings, machinery and equipment repre- 
sent cost or have been reduced by an allowance for depreciation ; 
whether the inventory of stores is a book value or an actual in- 
ventory and whether it represents cost. The basis of the figures 
of the revenue and expense statement should be explained. 

In order to understand thoroughly certain items of the balance 
sheet, for example, sinking fund assets, bonded debt and short 
term notes, it is necessary to have a general knowledge of the 
laws that govern these subjects. The same is true of the revenue 
items. I would, therefore, include in the report an appendix, con- 
sisting of a digest of the laws governing the tax levy, the budget 
and appropriations, sinking funds, borrowing and bonded debt, 
reserves, special and trust funds, and the chief items of revenue. 
Against the several items in the statements I would insert refer- 
ences to these laws and to the pages of the appendix in which 
they could be found. 

We have not yet considered the methods of presenting the 
facts relating to special and trust funds and to appropriations. I 
believe that the accounts of trust funds should be kept entirely 
separate and distinct from all other accounts and that the report 
should include a separate group of statements for these funds, 
consisting of a trust fund balance sheet supported by a series of 
revenue and expense statements, one for each fund. 

When special funds exist the general balance sheet should be a 
consolidated one—that is, comprehensive of all funds—and should 
be followed immediately by a schedule showing the distribution of 
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the assets and liabilities as between the several funds. The 
revenue and expense statement should also be a consolidated one 
but should be supported by a series of revenue and expense state- 
ments for the several funds. The surplus account should also be 
subdivided according to funds. 


CURRENT REPORTS 


The annual financial reports are primarily for the chief 
executive, for the legislative body and for the public. They con- 
stitute the results which the various executives of the city have 
attained during the year. As a basis of administration the in- 
dividual executive must be supplied currently with summary 
statements of the condition of his department and its operations. 
These statements must be arranged in standard form and ex- 
pressed in standard terms in order that no time may be wasted 
in understanding the facts. Undoubtedly, there should be a cur- 
rent balance sheet produced for the city as a whole every day, 
just as a bank produces its daily statement. At the close of busi- 
ness each day this balance sheet should be drawn off the general 
books and placed on the desks of the comptroller and his finance 
deputies. The statement would show each morning the position of 
the city in the matter of its ability to meet its current obligations 
and would be the means of determining whether or not recourse 
should be had to the issuance of short term notes. 

The head of every department, bureau and office should receive 
currently, at least once a week, a statement of the condition of the 
appropriations entrusted to him, which should be arranged in 
standard form, the balances being presented in a certain prescribed 
order and expressed in standard terms so that no time will be 
lost in gaining a complete understanding. 

There must also be current reports of expenses and the costs 
of operations. In order that the information may be accessible to 
the executive statements of expenses must be in summary form, 
i. e., must present a limited classification setting forth the results 
of the operations of each bureau or division for the period. A 
detailed statement of expenses presented to the executive is in- 
effective because the executive does not need details except in 
those cases in which he desires to know the reason for a high or . 
low bureau or division cost. It is usually the case that in a series 
of expense accounts high cost exists in comparatively few in- 
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stances, with the result that there are comparatively few items 
in a summary statement in respect to which the executive requires 
further details. When this occurs it is necessary to look up and 
examine the details of the charges for labor and material and 
ascertain the reason for the high cost. As a matter of economy 
this work should be done by a secretary or staff assistant. The 
same is true of cost accounts. The results of completed jobs 
should be shown only in summary form without analysis of the 
labor and material cost. If the superintendent or other executive 
in charge of the work is competent, he can decide from these 
summary accounts whether or not any one of them constitutes a 
high or unreasonable cost and can thereupon institute an inquiry 
by which the reasons for such cost will be disclosed. It is usually 
the case that comparatively few jobs require this additional 
inquiry. It is, therefore, futile to prepare complete detailed 
reports for every job. 


THE RESULTS TO BE GAINED BY STANDARDIZATION 


There is no need of recounting the advantages that should 
result from the adoption of standards of reporting. These ad- 
vantages are well known to all comptrollers and accounting 
officers. There is one aspect of the subject, however; which 
seems to be worthy of special consideration, I mean the important 
part that the comptroller must play in the effort to standardize. 

The comptroller is primarily an interpreter. He is, first, 
interpreter of the laws and ordinances by which the financial 
affairs are governed. He is, next, an interpreter of financial con- 
dition and financial operations. In the first instance, he is a legal 
officer; in the second, an accounting officer. In interpreting 
financial condition and financial operations he is solving the most 
important and the most difficult problem with which accountants 
have to deal. Not only this, he is supplying the information by 
which the city must be guided in its financial policy. If he is to 
discharge this function with the greatest effectiveness, it is neces- 
sary that his interpretation be as clear and far-reaching as it is 
possible for him to make it, so that the citizen and the legislative 
body may have the information that is essential to the formulation 
of an effective financial policy. 
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The Tyranny of the Engraver 
By Artuur §S. LITte. 


“Even in naming the book, the bookbinder’s word was final. If 
he said ‘ledger’ on the back, ledger it was, and you couldn’t call it 
anything else.’”’* 


Foreword: 

The accompanying article, although written nearly four years 
ago, is offered as a rejoinder to certain parts of the article 
that appeared in the last two numbers of THE JOURNAL OF 
AccouNTANCY, entitled Annuities and Bond Discount. 

The doctrine set forth in said article, while painfully ortho- 
dox, and supported by an abundance of authority, I consider, 
nevertheless, to be as unsound, fundamentally, as it can be. The 
underlying fallacy referred to, and which is, of course, by no 
means the invention of Mr. Bennett, is, in my opinion, the 
persistent and worshipful recognition of par, which automatically 
extends to the other two members of the family, viz, premium 
and discount. 

Suppose a corporation, in need of funds, arranges with its 
bank to overdraw to the extent of $1,000,000, with the under- 
standing : 

(a) That interest is to be charged on balances at the rate of 
4% per annum, compounded semi-annually ; 

(b) That the overdraft must be wiped out in ten years. 
The corporation overdraws to the extent of $904,057.33, and, as 
it happens, makes a deposit of $45,000 every six months for ten 
years. Entries are made as follows: 

The bank is first credited with the original cheque or 
cheques, amounting to $904,057.33. 

At the end of each six months the bank is credited with inter- 
est—2% of the balance that has existed for the preceding 
half-year. 

Every time a deposit is made the bank is charged with it. 


*From an editorial: The Tyranny of the Bookbinder, Tut Journat oF AccoUNTANCY, 


July, 1907. 
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After twenty interest credits and twenty deposits have been 
made in this manner the balance proves to be exactly $250,000, 
which is extinguished by a supplemental deposit for that amount. 

Disregarding such irrelevant features as legality, expediency, 
practicability, etc., and viewing the foregoing transaction from a 
strictly accounting standpoint, I think every one will agree that 
the entries as made by the corporation were faultlessly correct. 

Bear in mind that these deposits happened to be for uniform 
amounts at regular intervals. All that the corporation bound 
itself to do was to settle the account within ten years. Suppose, 
then, that there had been uttered promissory notes (secured or 
unsecured) payable in the same manner as the deposits referred 
to—would not the accounting of the transaction have been the 
same? I think so; for the present worth of these twenty-one 
notes (face value $1,150,000) was exactly $904,057.33 at the 
outset. There are doubtless many, however, who would main- 
tain that the notes should have gone into the liabilities at par, 
and the discount thereon of $245,942.67 should have been gradu- 
ally amortized—possibly by the pro rata method. 

But suppose that the corporation had taken a rubber stamp 
and printed interest on each one of the $45,000 notes, and in a 
like manner had labeled the big note for $250,000 principal. The 
situation is now entirely altered, as the notes thus instantly become 
an issue of $250,000 bonds bearing interest at the rate of 36% 
per annum, payable semi-annually, sold at a premium of 261 + %. 
The illusion could, of course, be heightened by printing all the 
$45,000 notes on a single sheet, so that a pair of shears would 
be required in case it was desired to make a certain disposition 
of but one of the notes. 


Kepler was a great man, and did much for the science of 
astronomy, but his usefulness might have been greater had he 
not wasted some of his time pursuing the myth known as “The 
Music of the Spheres” and vainly attempting to qualify his 
debased ears for the harmonies of the celestial sextette com- 


posed of: Soprano...... Mile. Venus; Alto...... Mrs. Terra; 
Tenor...... Herr Mars; Bass...... Mr. Jupiter, Sr. Saturn— 
(two on a part) ; Counter-tenor...... Master Mercury. 


There was, of course, plenty of additional kindred nonsense 
afloat at that time that was implicitly believed by every one; and 
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one of the greatest impetuses ever given to astronomy was the 
acceptance of the dictum that “Luna is merely an old charred 
cinder hanging in the sky.” 

There are few balance sheets in which borrowed (or lent) 
capital does not play an important part, and it is my firm con- 
viction that modern accountancy will never arrive anywhere, 
and the many existing evils will never be effectually cured until 
the public accountants of the world have consigned par, premium 
and discount to the same junk pile where now repose horseshoe- 
gold transmutation formule, blood-letting paraphernalia, etc., and 
adopt in lieu thereof the simple doctrine: 

That an investor invesis (lends) the sum he parts with, 
and 
That a borrower borrows the sum he receives. 


A short time ago I was called upon to prepare a schedule for 
an issue of serial bonds upon a projected building, based upon 
the following conditions: 


i dain owbinnen pune ones a0 cin $190,000 
PL, i i oanten inn cdmeredon-enmneene 10 years 
i athns seek cekee nohik Abend en aahe 6% 


Bonds to mature at an increasing rate to compensate 
for the steady reduction in the amount required for pay- 
ment of coupons, and in such a manner that the total 
amount to be raised each year to pay coupons and retire 
bonds should be substantially uniform. 


Having obtained permission to provide for the issuance of a 
few bonds of $100 denomination, the schedule, as shown below, 
was easily worked out, calling for an issue that will automatically 
retire itself within ten years through the simple means of raising 
each half-year the average uniform sum of $12,769.70—in other 
words, a fixed charge, to be provided for in precisely the same 
manner as ground rent, thus relieving the owners of the usual 
labor and responsibility of maintaining and caring for a sinking 
fund, and at the same time protecting the interests of the bond- 
holders in a simpler and better manner than if every bond ran 
the full ten years and the mortgage provided for a compulsory 
sinking fund, which as we all know, frequently fails to compel. 
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TABLE I. 
Bonds 
At the End of Raise Pay Coupons Retire Bonds Outstanding 
0 years ° $190,000 
a $12,800 $5,700 $7,100 182,900 
1 ” 12,787 5,487 7,300 175,600 
es 12,768 5,268 7,500 168,100 
2 ¥ 12,743 5,043 7,700 160,400 
24%, “ 12,812 4,812 8,000 152,400 
3 = 12,772 4,572 8,200 144,200 
3%“ 12,726 4,326 8,400 135,800 
4 * 12,774 4,074 8,700 127,100 — 
44%, “ 12,813 3,813 9,000 118,100 
5 ~ 12,743 3,543 9,200 108,900 
5% CS 12,767 3,267 9,500 99,400 
6 ‘i 12,782 2,982 9,800 89,600 
6%,“ 12,788 2,688 10,100 79,500 
7 12,785 2,385 10,400 69,100 
% “ 12,773 2,073 10,700 58,400 
8 ¥: 12,752 1,752 11,000 47,400 
8,“ 12,722 1,422 11,300 36,100 
9 ~ 12,783 1,083 11,700 24,400 
9%, “ 12,732 732 12,000 12,400 
10 ™ 12,772 372 12,400 0 








255,394 65,394 190,000 


However, there is not supposed to be anything either wonder- 
ful or novel * about this schedule, and the close uniformity of 
the semi-annual sums to be.raised is due entirely to the introduc- 
tion of bonds for small amounts. Had provision been made for 
$1.00 bonds, the amounts to be raised each half-year would have 
been still more nearly identical, and conversely if nothing under 
$1,000 had been permitted they would probably have been much 
less so. The philosophical interpretation of this schedule is the 
purpose of this article, for the above exhibit constitutes a very 
complete chart of the state of the bonded indebtedness of this 
building company during the next ten years, and although the 


*As my clients thought. This plan of overcoming the sinking fund problem was 
new to them and they were enchanted with the idea. 
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bonds are ordinary coupon bonds having fixed times to run, with 
nothing whatever out of the ordinary, nevertheless this common- 
place tabulation affords fine opportunities for a little of the higher 
criticism of the controvertist school of investment accounting, 
and can, I think, be made to reveal numerous interesting, albeit 
highly unorthodox ideas. 

First of all, assuming that this issue is sold at par, how much 
does the building company thereupon owe; i. e., what liability 
should be listed in its balance sheet? Almost any one would 
answer $190,000. Is this correct? Does it not owe what it will 
surely have to pay out, viz., $255,394, and for which sum it has 
just issued negotiable promises to pay? The plea that $65,394 
of this amount to be paid is interest, which is not yet due and 
payable, is specious; neither are the bonds due and payable. If 
this newly incurred liability be listed at $190,000, is it not equiva- 
lent to saying that the company “owes”: 


Promises to pay to bearer 
$1,000 January 1, 1922 
but does not owe a penny on account of: 
Promises to pay to bearer 
$30 July 1, 1912? 
This feature of the case will be discussed in full further on. 


As a matter of fact, from a scientific standpoint, the details 
of the plan for making this loan, instead of being ingenious and 
meritorious are positively puerile—a clumsy, roundabout way of 
accomplishing effectively one thing (the thing which the pro- 
moters really desired to do without knowing that they did) by 
pretending to do something else; fooling themselves and every 
one else by clinging to and assisting in the perpetuation of the 
mischievous fallacy that interest is paid in cash, with the still 
more mischievous corollary that conversely cash payments of 
uniform amounts at regular intervals * constitute interest. 

What the officers of this company actually desired to do, and 
what they after all really did do was to sell a ten-year twenty 
payment annuity, whose present worth, at 6%, was $190,000. 
Had this been done in a graceful manner there would have been 


*Coupons or interest notes meant, of course. 
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issued twenty straight promises to pay,* maturing semi-annually, 
each for the fixed sum of $12,770.98. 


TABLE II. 
Payable at Present Worth as Determined 
Note for End of by Reussner’s Ten Year Tables 
$12,770.98 lm years $12,399.01 
12,770.98 1 - 12,037.87 
12,770.98 1% “ 11,687.26 
12,770.98 2 ™ 11,346.85 
12,770.98 1% “ 11,016.36 
12,770.98 3 - 10,695.49 
12,770.98 3% 10,383.98 
12,770.98 4 . 10,081.53 
12,770.98 44%, “ 9,787.89 
12,770.98 5 “3 9,502.81 
12,770.98 5 9,226.03 
12,770.98 6 8,957.31 
12,770.98 6% “ 8,696.42 
12,770.98 a. 8,443.12 
12,770.98 7%, “ 8,197.21 
12,770.98 8 ~ 7,958.45 
12,770.98 8%“ 7,726.65 
12,770.98 9 - 7,501.60 
12,770.98 9%, “ 7,283.11 
12,770.98 10 “3 7,070.98 
$255,419.60 $189,999.93 
If we compare these two plans, we find: 
Pama GONG ons 6 6c oo cv bo dawhssccsecees identical 
Time 60 SWbihusiisdekss ss colina & identical 
Rate paid by building company and realized by 
bendnetderGs «isc vcis ce. ctr identical 


Amount raised each year by building company and 
received by bondholders. ...identical (practically so) 
There is, of course, a vast difference in the work done by the 
engravers, but that feature being mechanical only may be dis- 
missed, which narrows us down to how and in what manner the 
bondholders would, under the second plan, collect their interest. 


*These would no doubt be best described by calling them ‘“‘non-interest ger 
notes, but as it is my purpose presently to show that they will bear, or, at least, yield, 
plenty of interest if bought at theproper price, I decline to commit myself to the 
expression.—A. S. L. 
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These twenty semi-annual payments of $12,770.98 constitute 
an annuity whose present worth at 6% appears to be $190,000, 
meaning that if an investor buys the twenty notes for that sum, 
the investment should pay him 6%. And it will, provided he 
keeps a proper account of the investment on his books in sub- 
stantially the following manner: 











TABLE III. 

At End of Dr. Cr. Dr. Balance 
0 years $190,000.00 

wy“ $5,700.00 $12,770.98 $182,929.02 
1 ” 5,487.87 12,770.98 175,645.91 
1%, “ 5,269.38 12,770.98 168,144.31 
2 ° 5,044.33 12,770.98 160,417.66 
2%, “ 4,812.53 12,770.98 152,459.21 
3 ” 4,573.78 12,770.98 144,262.01 
3% 4,327.86 12,770.98 135,818.89 
4 = 4,074.57 12,770.98 127,122.48 
44, “ 3,813.67 12,770.98 118,165.17 
5 . 3,544.96 12,770.98 108,939.15 
5% 3,268.17 12,770.98 99,436.34 
6 ” 2,983.09 12,770.98 89,648.45 
6% “ 2,689.45 12,770.98 79,566.92 
v4 ™ 2,387.01 12,770.98 69,182.95 
1%, “ 2,075.49 12,770.98 58,487.46 
8 1,754.62 12,770.98 47,471.10 
8,“ 1,424.13 12,770.98 36,124.25 
9 * 1,083.73 12,770.98 24,437.00 
9%, “ 733.11 12,770.98 12,399.13 

10 s 371.97 12,770.98 
Accumulated error 12 0 


This transaction, which involves only the rudiments of ordinary 
debit and credit bookkeeping is certainly too clear and simple 
to require explanation to prove that the investment of $190,000 
in this annuity paid the investor 6%. He first charged the 
investment with what he had advanced, and thereafter charged 
it every six months with half a year’s interest—3% of the balance 
for the half-year that had just elapsed—and when he collected 
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a note he gave the investment credit in full as a payment on 
account. 

It is also evident, regardless of what faith the investor might 
have had in the accuracy of the actuarial assertion that $190,000 
really was the present worth of these notes at 6%, that the keep- 
ing of the account in this manner was the only means of correctly 
interpreting the constant, unvarying stream of $12,770.98 every 
six months. Conversely, it can with equal readiness be seen 
what chaos would have resulted had no account of this kind 
been kept, particularly in the (very likely) event that this invest- 
ment had been made with other people’s money, with different 
claimants for principal and interest respectively. 

The foregoing aspect of the case is rather easy (even for 
those who hold the mistaken idea that there can be no interest 
unless or until there is a cash payment) for the reason that these 
notes merely read: 


“promise to pay the sum of $12,770.98” 


without mentioning the word interest. But suppose these notes 
had been printed on one sheet of paper with note No. 20 spread 
out over about half of the page with a rather long story, while 
notes Nos. 1 to 19 were briefer and more to the point, symmet- 
rically distributed over the lower half of the sheet in little rect- 
angles, and each one labeled 
Interest 

then what would we have? 

A ten-year bond for $12,770.98 bearing interest at the 

rate of 200% per annum, payable semi-annually, with 

coupon No. 20 lacking. 


By having given slightly different directions to the printer we 
would then have: 
A ten-year bond for $425,699.34 bearing interest at the 
rate of 6% per annum, payable semi-annually, with a 
special provision in the face of the bond to the effect that 
it should not be paid at maturity. 


These last two named plans (which it will be noted hinge solely 
upon matters typographical) would no doubt give the average 
investor trouble and cause him hopelessly to snarl up the respect- 
ive interests of his lifemen and remaindermen, for even with his 
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full realization of the freakish properties of the bonds and his 
consciousness that the peculiar case must require special treat- 
ment, he would nevertheless surely be irresistibly led to his 
undoing by having in his hands a chain of briefly worded little 
warrants, falling due at regular intervals, each one labeled 
“interest,” and which could be snipped off with a pair of scissors. 
Nevertheless, these four plans: 

(a) a serial 6% coupon bond 

(b) a 20-payment annuity 

(c) a 200% bond, shy the last coupon 

(d) a 6% bond that promises to default in ten years 
are absolutely identical,* for in each case: 

The lender advances $190,000 

Every six months he receives $12,770.98 

He earns 6% on a waning investment 

At the end of ten years the investment is paid off 

Suppose that these twenty notes for $12,770.98 had been 

prepared with the expectation of selling them for the sum of 
$190,000 (a 6% basis), but the building company at the last mo- 
ment obtained and accepted an offer of a 2% basis. This would 
cause the investor to pay $230,459.40 for the notes, and his 
account of the investment would be as follows: 


TABLE IV. 
At the End of Dr. Cr. Dr. Balance 

0 years $230,459.40 

| ed $2,304.59 $12,770.98 219,993.01 
1 : 2,199.93 12,770.98 209,421.96 
1% “ 2,094.22 12,770.98 198,745.20 
2 " 1,987.45 12,770.98 187,961.67 
24%, “ 1,879.62 12,770.98 177,070.31 
3 ms 1,770.70 12,770.98 166,070.03 


*All investment securities look alike to a controvertist, and the only elements with 
which he concerns himself are: 
(a) Rate of income to be realized 
(b) How much is paid for the security 
(c) How much the investor will get back 
(d) When the investor will get it back 
and, finally, what he does not concern himself with in the least is what the investor 
will do or i. ~y to do with it (c) when he does get it back, thus avoiding entangle- 
ments with that very sad case of trouble-borrowing, known as the subject of 
reinvestment. * : A A 
Except in case I where there is a slight vacillation, owing to the absence of bonds 
smaller than $100. 
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At the End of Dr. Cr. Dr. Balance 
34% * 1,660.70 12,770.98 154,959.75 
4 ~ 1,549.60 12,770.98 143,738.37 
44%, “ 1,437.38 12,770.98 132,404.77 
5 a 1,324.05 12,770.98 120,957.84 
54%, 1,209.58 12,770.98 109,396.44 
6 - 1,093.96 12,770.98 97,719.42 
64% “ 977,19 12,770.98 85,925.63 
7 859.26 12,770.98 70,013.91 
7% 740.14 12,770.98 61,983.07 
8 r 619.83 12,770.98 49,831.92 
84 498.32 12,770.98 37,559.26 
9 375.59 12,770.98 25,163.87 
9%, “ 251.64 12,770.98 12,644.53 

10 2 126.45 12,770.98 0 


In cases II, III and IV accounting practice is clearly impera- 
tively necessary for separating principal from income, while in 
case I it is evident that such accounting may be dispensed with, 
notwithstanding that all vital conditions are identical. The expla- 
nation is that the coupons on these bonds, by a mere-coincidence 
and combination of circumstances, and on no account due to 
their being labeled “interest” happen to be equivalent to the 
real interest owed by the building company and due the investor, 
and if no account be kept, it is not correct to consider it a case 
of the interest automatically collecting itself, but rather the sup- 
pression of a series of (theoretically existent but practically un- 
necessary) cross entries.* 

Suppose, on the other hand, they were unable to sell the 
notes on better terms than a 10% basis. Then the buyer would 
pay for the notes $159,154.64, and his account of the transaction 
would be as follows: 


*An analogous situation would be a party depositing $1,000 in a savings bank and 
withdrawing $17.50 every 6 months (the bank’s rate being 34%). Even though the 
account might run gions in this manner for 25 years; at the end of which time the 
man’s balance would still be $1,000, and his book plastered with an array of counter- 
balancing debits and credits of $17.50’s, none of the bank officers familiar with the 
situation would once entertain the idea that this depositor had been paid his interest 
in cash, but would on the contrary (correctly) maintain that his interest was paid him 
when the entry was made in the ledger and his passbook, and that the money paid 
him was a cash withdrawal, to be charged his account, with no significance whatever 
ees 3 the fact that it happened to be for the same sum that had just been p 
to his credit. 
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TABLE V. 

At End of Dr. Cr. Dr. Balance 
0 years $159,154.64 

i $7,957.73 $12,770.98 154,341.39 
1 af 7,717.07 12,770.98 149,287.48 
—<” 7,464.37 12,770.08 143,980.87 
2 23 7,199.04 12,770.98 138,408.93 
214, “ 6,920.45 12,770.98 132,558.40 
3 : 6,627.92 12,770.98 126,415.34 
is 6,320.77 12,770.98 119,965.13 
4 ag 5,998.26 12,770.98 113,192.41 
44%, “ 5,659.62 12,770.98 106,081.05 
5 7 5,304.05 12,770.98 98,614.12 
54% OC 4,930.71 12,770.98 90,773.85 
6 m 4,538.69 12,770.98 82,541,56 
6% = 4,127.08 12,770.98 73,897.66 
7 "I 3,694.88 12,770.98 64,821.56 
% “ 3,241.08 12,770.98 55,291.66 
8 = 2,764.58 12,770.98 45,285.26 
8%, 2,264.26 12,770.98 34,778.54 
9 7 1,738.93 12,770.98 23,746.49 
9%, “ 1,187.32 12,770.98 12,162.83 

10 ? 608.14 12,770.98 
Accumulated error 01 0 





We are now ready to revert to the question of how much 
the building company owes on account of this loan, and how the 
liability should appear in its balance sheet; nevertheless, for a 
purpose we will continue to regard the matter from the stand- 
point of the lender. 

Bear in mind that tables III, IV and V are supposed to be a 
page in the ledger of the parties who bought these notes on the 
respective income bases of 6%, 2% and 10%, and are a record 
of the transactions and an exhibit of the condition of things 
between a private individual (perhaps accountable to no one 
but himself) and a fictitious entity consisting of this investment. 
But without regard to whether he merely wishes to be honest 


+Tables IV and V are based on serial notes having been issued instead of serial 
coupon bonds, but it must be remembered that if the bonds, maturing as indicated in 
table I, had been sold on either a 2% or a 10% basis, the investor’s account of the 
transaction would have been practically identical with his account of the notes as shown 
in tables IV and V. 
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with himself or has wards, lifemen, remaindermen, etc., let us 
investigate the question: Are his accounts unquestionably 
correct ? 

They are. For instance, at the end of the Oth year; i. e., 
at the instant the loan is negotiated, we find that his books show: 
Table V: The investment owes him $159,154.64 because 

he has just lent it that sum. 

Table IV: The investment owes him $230,459.40 be- 
cause he has just lent it that sum. 
Table III: The investment owes him $190.000 because 

he has just lent it that sum. 

If he had bought the coupon bonds on a 6% basis, his books 
would show that the investment owed him at the end of the Oth 
year $190,000. Would it be because that was the face value 
of the bonds, or because he had just lent investment that sum? 

At the end of the tenth year we find that in each case the 
books show that the investment owes $0.00, which is clearly 
correct, and in accord with the fact that the last note has matured 
and been collected. 

Having established that these accounts start right and end 
right, let us consider what intervenes. These various items in 
the debit balance column represent the amount owing to the 
investor by the investment—in other words, the book value. 

Early in the day at the end of the first half-year, investor 
suddenly remembers that he had been promised by the actuaries 
that his investment of 

$190,000.00 
230,459.40 
159,154.64 


3% 
1% 
5% 
every six months, and as no one has offered to pay him anything, 
he concludes to assure himself of the interest then due by 
charging it up and “getting in a compound,” which he does; 
crediting his interest account and inflating his investment to the 


extent of $5,700.00 
2,304.59 
7,957.73 
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During the afternoon, however, while at his bank he is advised 
that a note for $12,770.98 held for collection has been paid. He 
therefore charges his bank with $12,770.98 and credits invest- 
ment, making the net balance due at the close of the day 


$182,929.02 
219,993.01 
154,341.39 


If we continue reasoning in a similar manner at the end of one, 
one and one-half, two years, etc., we shall successively corrobo- 
rate the book values exhibited in tables III, IV and V, always 
arriving at a balance of $0.00 at the end of the tenth year. 

In case any one still has any doubts as to the accuracy of 
these book values, it may be added that: 


(a) They will “difference out” beautifully, showing that 
they are a series; defined by Loomis as “a succession of 
terms, each of which is derived from one or more of the 
preceding ones by a fixed law.” 


(b) If we take twenty equi-distant points on a straight 
line and erect perpendiculars proportional to the book 
values we will find that they are unmistakably ordinates 
of a symmetrical curved line. 


(c) If we take, say, the book values at the end of five, 
six, seven, eight and nine years, table IV, and interpo- 
late according to rule the book value for the end of five 
and one-half years, we obtain $109,396.43. 


There is a particular form of exercise indulged in by certain 
individuals—notably bank examiners and “experts”—which exer- 
cise is generally alluded to by them as auditing, and of which one 
well known and important phase is the comparing of balances 
of the same account kept independently at different ends. It 
hardly seems necessary to dwell very long on the significance of 
this feature. If, for example, we start with the Empire Livery 
Co. in a country town and find that its books show the Farmers 
Bank $648.23 in red, and then proceed down Main Street to 
said bank, we would certainly expect to find the bank’s books 
showing Empire Livery Co. $648.23 in black. In the same 
manner if this bank showed the Merchants-Laclede National, 
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St. Louis, $17,219.32 in red, we would expect to find the St. 
Louis bank’s books showing the same figures in black, and if 
we did not we would, of course, be warranted in at once con- 
cluding that something was wrong and required a thorough 
investigation. 

Approaching the subject with this view, therefore, it is easy 
to determine the liability of this building company at any time 
during the ten years, regardiess of whether it sold bonds or 
notes, and whether on a 6%, a 2% or a 10% basis. We have 
already assured ourselves that the accounts the investor kept 
were correct, hence, the building company, dealing with the 
same entity as the investor, should have made precisely the 
same entries on its books—crediting when investor charged; 
charging when investor credited, and showing balances always 
tallying with his except as to the hue thereof. For, after these 
twenty notes had once been issued, there was no power on earth 
that could alter the fact * that the building company would pay 
and the investor receive interest at the rate of: 


3% per half-year if the notes be purchased for $190,000.00 
1% per half-year if the notes be purchased for 230,459.40 
5% per half-year if the notes be purchased for 159,154.64 


consequently, the asset of the investor and the liability of the 
building company was the investment value of the outstanding 
unpaid notes (or bonds and coupons). 

As a sample of some of the absurdities that arise by taking 
any other view, let us go back to the plan of coupon bonds 
(table I) and assume that they are sold on a 6% basis. At the 
end of one year the remaining unpaid bonds and coupons would 
then appear on the investor’s books at their investment value 
of $175,600, which we have already assured ourselves is correct. 
A bank examiner now appears on the scene, who immediately 
proceeds to ascertain what these bonds are worth. He is badly 
prejuciced against bonds on buildings upon leaseholds; rates 
for money have advanced sharply; the bond market in that 
vicinity is rather overstocked with similar undigested issues; 
none of the local bond dealers appears to know anything about 
this issue, hence he finally concludes that the bonds are worth 


* The ground work of actuarial accounting is the presupposition that every obliga- 
e 


tion will be promptly met at the time specified. Hence the element of possible default 
or even delay in payment is not recognized at all. 
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about 80 * and thereupon orders the owners to write them down 
to that price; i. e., sweep away $35,120; possibly a year’s real 
earnings. Following the narrow-minded customs and traditions 
on which he has been brought up, he, of course, turns a deaf 
ear to the arguments and logic with which the bank officers 
protest against the proposition, and by threats and exercise of 
his official authority he compels them ‘to reduce the book value 
of the bonds over night from $175,600 to $140,480 and deplete 
their real surplus accordingly. 

This bock value of $175,600 happened to coincide with the 
par value of the bonds outstanding, hence the building company, 
which in the meantime carried them in the balance sheet as a 
liability of $175,600, was, of course, immune from criticism by 
any one. But suppose its officers now hear of this tilt that the 
bondholders have had with the bank examiner. Are they not 
warranted in reasoning as follows?: 

As this investment is owing to you, so are we owing to it. 

Where you credit we charge; 

Where you charge we credit; 

Your red ink is our black ink ; 

Your bad luck is our good luck ; 

If these bonds are only worth 80 to your institution, then 

we are only liable for them at 80; 
and after making the proper entries the building company 
officers issue another statement to their stockholders supplemen- 
tary to one issued the day before, showing an increase in surplus 
of $35,120 and a reduction in bonded indebtedness of a like 
amount ! 

No less absurd results are obtained by taking a totally oppo- 
site view. Suppose that during the preceding year the city has 
grown markedly; the stock of the building company is exceed- 
ingly valuable, etc., so that 110 is unquestionably a conservative 
market quotation for the bonds. The bank examiner would, of 
course, stand for the owners of the bonds marking them up to 

*For some strange reason this is the quotation to which all bonds of every class 
immediately sink the instant that a sound system of bookkeeping is inaugurated; that 
is, according to the arguments of the standpatters who hesitate not to dispose promptly 
of the matter by pronouncing the subject a delusion and a snare after having devot 
thereto a less number of minutes of Pease reflection than its sponsors and sup- 
porters have devoted years of profcund thought. Go where you will, upon getting into 
nnn qe . . X, A, “< Sete will pr yin bt tae A the 
same relentless certainty as the journalistic “38-calibre revolver” that accompanies 


accounts of homicides of every nature, or the “crisp greenbacks” in which payments 
are always made. 
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that price and adding $17,560 to surplus. Does this rule work 
both ways, resulting in an increase of the liability of the building 
company from $175,600 to $193,160 and a corresponding shrink- 
age in its profit and loss account? 

* *x* * * *x* * * * * * * * * 

In the foregoing I have endeavored to present in concrete 
form a few of the more important tenets of the controvertist 
school of investment accounting; in the foundation of which I 
think I may claim some share, but at any rate of which I profess 
to be an enthusiastic and uncompromising member. The various 
principles that have been referred to are now recapitulated as 
follows: 

That an investment security consists of one or more nego- 
tiable promises to pay fixed sums at specified times, and of whose 
punctual payment there is supposed to be no doubt. 

That investment in such securities consists in buying them 
for a less price to-day than what it is known with positive cer- 
tainty they will be worth later on. 

That interest, instead of being “money paid for the use of 
money,” is a constant force, somewhat analogous to gravitation, 
operating upon an indebtedness and causing it to grow steadily 
(until extinguished) as time progresses, at some uniform ratio 
(not rate), which ratio of increase is either: 

(a) Mutually agreed upon, resulting from bargaining, as 
in the case of a loan being made, where the amount or amounts 
to be repaid are the unknown quantity. 

(b) Ascertained; when securities are bought at a price and 
the ratio of increase itself is the unknown quantity. 

(c) Adjudged; by existing statutes, court decisions, awards 
by arbiters, etc. 

That inasmuch as after securities have once been purchased, 
all the essential elements are incontestable, immutable facts, viz. : 

(a) How much was invested, 

(b) How much will be repaid, 

(c) When, or how long until it will be repaid, 

(d) The constant ratio of increase that is agreeable to the 
preponderance of (b) over (a), 
the transaction is devoid of uncertainties or contingencies of 
any kind, and therefore all necessary entries to be made in future 
in connection with the investment, however numerous they may 
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be, are susceptible of prevision years in advance of when they 
are to be made. 

That as soon as investment securities are purchased, an ac- 
count is created, and the investor becomes the creditor of—not 
the maker of the securities, but an imaginary entity, which may 
be conceived as this investment personified, to be treated in a 
bookkeeping sense precisely like an individual, while the actual 
coupons, bonds, notes, etc., are merely the evidences of or the 
means through which the investor will eventually secure the 
future repayments upon which his investment is based, and with 
which this fictitious entity is to be credited. 

That inasmuch as the investor’s gain consists in the original 
indebtedness of the personified investment growing at a uniform 
ratio until extinguished, the amount to which it has grown at 
any time may be ascertained with precision and made the sub- 
ject of entries recording a fact; hence: 

Interest on investment securities is susceptible of col- 
lection by accounting practice, through the means of 
properly made entries, at any interval of time, regular 
or irregular, during the life of the investment, that may 
suit the convenience or whim of the investor, without 
regard to cash payments; in other words, that coupons 
or interest notes, instead of being interest, are merely 
the means for obtaining a prearranged cash payment in 
partial liquidation of existing indebtedness, and there- 
fore have no relation or connection whatever with inter- 
est on the investment. 

That the popular expressions, “par,” “premium” and “dis- 
count,” as applied to coupon bonds, inasmuch as they refer to 
non-existent things, are therefore misleading and mischievous 
and altogether subversive of good accounting; and that on the 
contrary when an issue of bonds is sold, immediately thereupon: 

The purchaser invests what he pays out; 

The maker of the bonds is indebted for what has just been 
received ; the former being owed by and the latter owing to this 
investment, and thereafter during the life of the issue the owner 
or owners of the bonds have an instalment loan to collect, and 
the issuer has an instalment loan to pay, and the asset of the 
bondholders and the liability of the issuer are at all times the 
investment value of said instalment loan, as ascertained by sound 
accountancy. 202 














Annuities and Bond Discount 
By Orto A. SPIEs. 


A perusal of Mr. Bennett’s article in the June and July JourNAL 
oF ACcoUNTANCY is highly interesting and instructive. However, 
the solution methods used require the application of bond and 
compound interest tables, and it appears that the stated problems 
can be made clearer to the mind of the student and those not 
having access to elaborate bond tables, by the formation of equa- 
tions, the solution of which should be an easy matter to those 
familiar with algebra and logarithms. 

The more complicated problems being 11, 12 and 13 of the 
June number, and 15 of the July number, have been solved by the 
suggested process, and are here submitted to the readers of THE 
JourRNAL oF AccouNTANCY, with the hope that the method ap- 
plied will not only prove of interest but of practical value for 
future reference and use. 


PROBLEM STATED ON PAGE 419, JUNE, 1915 
THE JOURNAL OF ACCOUNTANCY 


A municipality borrowed $40,000.00 at 5% interest, for local 
improvements, to be repaid in 15 years, by equal annual instal- 
ments including principal and interest. What is the amount of 
the annual payment? Show the respective amounts paid for 
principal and interest for the first three years. 


SOLUTION 


The accumulated amount of the debt of $40,000.00 borrowed 
at 5% annual interest, compounded for a period of 15 years, must 
have, according to the provisions of the problem, the same value 
as the accumulated amounts of a series of 15 equal annual pay- 
ments, representing principal and interest. 

From this condition results the fundamental equation, which 
may be used for the solution of the problem. 

It is evident that the accumulated amounts of the series of 
15 equal annual payments must all have the same geometrical 
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ratio of increase, so that, if the annual equal payment be desig- 
nated by X, and the interest be computed at 5% per annum, the 
sum of the accumulated amounts of the equal payments will be 
stated in equation form as follows: 


1. Sum=X (1+ 1.05 + 1.05? + + + + 1.05" + 1.051) 


The amounts within parentheses can be greatly contracted as 
follows: 

Multiply on both sides with the factor, which results by 
division of one member of the geometrical progression by the 
next preceding one. This factor would be 1.05. Designating the 
sum by S, the following or second equation is produced. 

2. $1.05 =X (1.05 + 1.05% + 1.05% + + + 1.05** + 1.0575) 


Deducting equation 1 from equation 2, and again expressing 
the first equation as follows: 
1 S=X (141.05 + 1.057 + + + + 1.05% 4+ 1.05") 
the result is 
S (1.05 —1) = X (1.05%® — 1) or 


(1.0525 — 1) 


3. Sum=X 0.05 





The fundamental equation for the solution of the given prob- 


lem is now expressed : 

Accumulated amount of $40,000.00 at 5% annual interest com- 
pounded for 15 years, equals: sum of accumulated amounts of 
annual equal payments, compounded at 5% per annum, or 


- (1.055 —1) 
a 0.05 fa 


X= 40,000 * 1.0545 — 40,000 x 1.0515 & 0.05 


1.057° — 1 1.05% — 1 
0.05 





4. 40,000 X 1.05%* = 








Or annual equal payment: 


2,000 1.05% 
1.05°* —] 





& X= 


Applying logarithms for the computations as follows, the 
answer is readily reached. 
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log 1.05 = 0.0211893 
15 log 1.05 = 0.3178395 
1.05** = 2.0789282 


1.05** — 1 = 1.0789282 
log X = log 2000 + log 1.05** — log (1.05** — 1) 


log 2000 = 3.3010300 
+ log 1.05% = 0.3178395 
3.6188695 


— log (1.05** — 1) = 0.0329882 


log X 3.5858813 
X= $3,853.70 answer 


The respective amounts paid for principal and interest for the 
first three years, are to be: 
Balance of Principal Interest Total annual 
Principal payment payment payment 
$40,000.00 
End of ist year 38,146.30 $1,853.70 $2,000.00 $3,853.70 
— ee 36,199.92 1,946.38 1,907.32 3,853.70 
i ae 34,156.22 2,043.70 1,810.00 3,853.70 
- le 32,010.33 2,145.89 1,707.81 3,853.70 


PROBLEM STATED ON PAGE 420 JUNE, 1915 
THE JOURNAL OF ACCOUNTANCY. 


(Problem of the Pennsylvania examination of 1912) 


A manufacturer owes $100,000.00 on his plant at 5% per 
annum, due at the end of five years from date. He secures an 
agreement, however, to pay the debt in equal instalments, which 
will include principal and interest. What amount is he required 
to pay each year? 


1ST SOLUTION: 


The conditions of the problem demand that the sum of all 
principal payments, which are to be made at the end of the Ist, 
2d, 3d, 4th and 5th years, must equal the sum of $100,000.00. 
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If the first principal payment to be made at the end of the first 
year is designated by X, and the succeeding principal payments 
by X,; X,; X,; and X,, the first fundamental equation is ex- 
pressed as follows: 


1. X,+X,+X,+ X,+ X, = $100,000.00 


It is further known that 5% interest is to be paid every year 
on the unpaid balance of principal, and as the total payments of 
principal and interest must every year be the same, it follows that 
the interest payments must decrease, and the principal payments 
must increase. 

It now becomes the question as to how much this increase of 
principal payment is, in order to satisfy the requirements of the 
problem. 

If the first principal payment is X, and the annual interest is 
5%, it follows that the: 


2d principal payment = X,—1.05 X X,, and the 


* «“  —X, = 1.05? x X,, and the 
4th “ «“ = X,—1.05* x X,, and the 
Sth =“ «“ = X,= 1.054 X,. 


As the sum of all five principal payments must of course equal 
$100,000.00 the fundamental equation is therefore restated as 


follows : 


X, + 1.05 X, + 1.05? X, + 1.05° X, + 1.05* X, = $100,000.00 
or 


2. X, (1+ 1.05 + 1.05? + 1.05% + 1.05) = $100,000.00 


The geometrical progression equals according to well known 
rules, 


ee 
1+ 1.05 + 1.05? + 1.05% + 1.054 = = ae 


This value inserted in equation 2, 


X, = $100,000.00 = 100,000.00 « 0.05 
1.055 — 1 1.05°— 1 
0.05 





5000 


8. X= Tos 1 
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The computation is easiest with logarithms, as follows: 


log 1.05 = 0,0211893 

5 log 1.05 = 0.1059465 
1.055 = 1.27628153 
1.055—1 = 0,27628153 

log 5000 = 3.6989700 


—log (1.055—1) = 0.4413521—1 





log X, = 4,2576179 


First principal payment = X, = $18,097.48. 
The interest requirement at the end of the first year would be 


5 
00 X $100,000.00 = $5,000.00 
and the total payment to be made at the end of the first year, 
Principal $18,097.48 
Interest 5,000.00 


Total payment = $23,097.48 Answer 


The same total payment is to be made, of course, at the end 
of the 2d, 3d, 4th, and 5th years, and the schedule of payments 
would be expressed in a graphic manner as follows: 





Principal Interest Total annual 
payments payments payments 
End of ist year $18,097.48 $5,000.00 $23,097.48 
} oe oe 19,002.35 4,095.13 23,097.48 
.. Se > 19,952.47 3,145.01 23,097.48 
=: ee 20,950.10 2,147.38 23,097.48 
. ee 21,997.60 1,099.88 23,097.48 





$100,000.00 $15,487.40 $115,487.40 


2D SOLUTION 


If it is considered that the debt of $100,000.00 of the manu- 
facturer, borrowed at the rate of 5% annual interest, is to be 
liquidated in five equal annual instalments, there would be an 
accumulated amount at the end of the fifth year, expressed as 
follows : 
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Accumulated amount = 100,000 * 1.055 


This amount must equal the accumulated amounts of a series 
of five annual equal payments, representing principal and interest, 
compounded at the rate of five per cent per annum. If the annual 
equal payment is designated by X there would be: 


Accumulated amounts of annual payments = X (1.05* + 1.058 


+ 1.05 + 1.05 + 1). 


This value, according to the conditions of the problem, must 
equal the accumulated amount of the debt at the end of the fifth 
year, or expressed as an equation : 


1. 100,000 < 1.055 = X (1.054 + 1.05* + 1.05? + 1.05 +1) 


100,000 1.055 


or X = 7054p 1.05" + 1.05% +1.05+1 





1,055 —1 


or the value of 1.05* + 1.05° + 1.05? ++ 1.05 +1=— 505 


inserted, we have for X the annual equal payment, 


__ 100,000 & 1.05° & 0.05 








x= 1.055 — 1 or 
er re 5,000 * 1.055 
1.055 — 1 


By comparing this value with the value of the first principal 
payment X, as computed in the first solution, it will be observed 
that the first principal payment X, is to the combined interest and 


rincipal rment X * fee ‘Sain wl - 
ee ee a hte 


or X = 1.27628153 & $18,097.48 
or X = $23,097.48 Answer 





PROBLEM STATED ON PAGE 422, JUNE, 1915, 
THE JOURNAL OF ACCOUNTANCY 
A company on January 1, 1911, contemplates the purchase of 


the equity in a contract which yields a net income of $100,000.00 
semi-annually over a period of ten years. 
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From the income received, the company desires to pay 3 per 
cent semi-annually on its investment, and to set aside the balance 
in a sinking fund which, invested at 3% per annum, compounded 
semi-annually, will produce the amount of the original investment. 

What are the amounts of the semi-annual sinking fund, and of 
the original investment ? 


SOLUTION 


In this problem are two unknown quantities, namely, 

The original investment or purchase price, designated by X, 

The amount of the sinking fund, which invested at 3% per 
annum, compounded, semi-annually, will produce the amount of 
the original investment, designated by Y. 

According to the conditions of the problem, the accumulations 
of the sinking fund contributions, compounded semi-annually at 
3% per annum, must equal the original purchase price X, or 
expressed by an equation: 


1, X=Y (1.015 + 1.015* + ———_— — + 1.015 + 1) 
or contracted, according to well known rules, 


_y (1.015%—1) 


cles 0.015 





A certain part of the semi-annual income of $100,000.00 has 
to be set aside as sinking fund contribution = Y, and the balance 
of the $100,000.00 represents and must equal 3% semi-annual in- 
terest on the purchase price X. 


From this condition follows a second fundamental equation : 


3X 
100,000 = Y + —_— 
3X 
3. Y=1,000 — Too 


If this value of Y is inserted in the equation 2, there is obtained 
a very simple equation of the first degree for X, from which the 
unknown purchase price can be easily computed, namely: 
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(100,000 — 3 X) (1.0152 — 1) 
100 0.015 





4.i= 
or dissolved 


3X (1.015?°— 1) (1.015°°—1) or 











» —- = 100 nnn 2 
*+ 100 0.015 “ni 0.015 
, oe 1.0157° — 1 
5. Purchase price = X= 100,000 0015 
143 1.0152°—1 
100 0.015 
1.015°°—1). ‘ 
The value ( 0015 ) s to be best computed with loga- 


rithms, as follows: 


log 1.015 = 0,00646604 
20 log 1.015 = 0.1293208 
1.01529 = 1,34685501 


1.015°°—1= 0.34685501 


1.0152 — 1 ‘ 
Tos = 23-123667333 


This value inserted in equation 5, results in 


X = 100,000  23.123667333 





3 
1 +00 (23.123667333) or 


__ 2312366.7333 


= Teasing = $1,365,267.19 Answer 


6. X 





For computation of the semi-annual sinking fund contribu- 


tion, we use best equation 3, namely, 
sa “e 3X 
3. Sinking fund contribution = Y = 100,000 — 00° 


or inserting the value of X, 


. 3 X 1,365,267.19 
Y = 100,000 — 100 7 


Y = 100,000 — 40,958.0157 
7%. Y= $59,041.98 Answer 
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With these values for X and Y, the conditions of the problem 
are Satisfied in every respect, namely : 





x, (1.0157° — 1) ; 
a. axe 0015 or values inserted: 
1,365,267.19 = 59,041.98 & 23.123667333 and also 
3. Y==100,000 — es or values inserted: 
4,095,801.57 
59,041.98 = 100,000 — ~~" 


EXAMPLE 15, PAGE 10, JULY, 1915, 
THE JOURNAL OF ACCOUNTANCY 


You purchased January 1, 1915, a $10,000.00 bond bearing 
semi-annual interest at the rate of 6% per annum, for $10,275.00. 

What per cent did you make on your investment? Bond period 
3 years, 

Show the entries involved, and the records for bond and 
amortization for the entire time. 


SOLUTION : 


The semi-annual amount of interest of the bond is $300.00. 
The accumulation of all interest payments at a certain un- 
known rate of interest for six semi-annual periods is: 


BOO (1.0X8 4 1,08 af ae ae ee a oe +1.0X +1) or 
1.0X*—1 
300 (~Tox 


The bond of $10,000 is payable at the end of the sixth period, and 
the amount of the bond plus the accumulation of all interest pay- 
ments must equal the purchase price of the bond, invested for a 
period of 3 years at an unknown rate of interest (X), to be com- 
pounded semi-annually. 
The fundamental equation for this condition is therefore: 
300 


Pa foe 
1, 10275 X 1.0X*= Ty (1.0X*— 1) + 10,000. 


or the purchase price: 


300 1.0X* — *) + 10000 
0.0X 1.0X° 1.0X° 


211 





2. 10275 = 











The Journal of Accountancy 


This equation (2) has only one unknown quantity, X, the 
desired rate of interest, but cannot be solved directly as X appears 
at the 6th power. The practical way to proceed, in order to 
compute X, is to take approximate values for X, and insert these 
values in equation (2). 

If such an inserted value for X satisfies the equation (2) per- 
fectly, it must be the exact and mathematically correct amount of 
the desired rate of interest. 

The nominal rate of interest being 3% semi-annually, and the 
bond premium being $275.00, it follows that the effective rate of 
interest must be less than 3%. 

An approximate correct amount is ascertained from the ap- 
proximate return of the bond. 

In the given example, there is a nominal periodical return of 
$300.00. 

275 





If the approximate periodical amortization = $45.83 is 


deducted from the nominal return, there results the approximate 
return of the bond of $10,000. 
$300 — $45.83 = $254.17, or for a $100.00 bond = $2,5417. 
From this result it may be concluded that the true effective 
semi-annual interest is close to 2.5%. 
If for the purpose of verification, this value for X = 2.5 is 
inserted in equation (2), there would result: 





300 7 1.025° — ‘) 10000 
275 = ; 1.025° 
08 = ee Oe) + Te oe 
0.1596933 10000 
10275 = 12000 (TT596033) + Tiso0053 


4. or 10275 = 1652.44 + 8622.96 = 10275.40. 
or indicating that the semi-annual rate of 214% is within 40 cents 
mathematically correct and suffices for practical purposes. 

The mathematically correct amount for X may be ascertained 
in the following way: 


If in equation (2) X = 2.51 is inserted, the result would be: 
5. 10275 = 1651.88 + 8617.93 = 10269.81 whereas if X =2.50 
4. 10275 = 1652.44 + 8622.96 = 10275.40. 
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From this may be concluded that if X increases by 0.01, the 
result of the equation decreases by $5.59. The correct increase 
of X, in order to satisfy equation (2) perfectly, must be: 

40 X 0.01 40 


Increase of X = 559 = 5900 = 0.0007 





The true value of X is therefore X = 2.5 + 0.0007 = 2.5007 
If this value is inserted in equation (2) the result is: 


6. 10875 — 300 ne te} 4 10000 
: r 0.025007 1.025007¢ 1.025007¢ 








or computed with logarithms: 


log 1.025007 = 0.0107269 
6 log 1.025007 = 0.0643614 
1.025007° = 1.159742 


1.025007* — 1 = 0.159742 





0.159742) 10000 

027 

1R76 om (GSS + Tire = 
47.9226 10000 





0.0290016 1159742 
10275 = $1652.40 + 8622.60 = 10275. 


This proves that the mathematically correct amount of the 
semi-annual effective rate of interest is = 2.5007%. 


PERIODICAL AMORTIZATION BASED ON TRUE OR 
EFFECTIVE RATE OF INTEREST 


Take the correct effective rate of semi-annual interest or the 
rate of yield on the purchase price of the bond at 2.5007%, and 
the nominal income, $300.00. 


There is for the first semi-annual period, a true income of 
10275 & 0.025007. True income = $256.95. The difference be- 
tween the nominal income and the true income is $43.05. 

This amount of $43.05 is the first periodical amortization and 
should be charged at the end of the first period to income and 
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credited to bond investment, if the bond investment was charged 
with the purchase price. 


Be $43.05 
Cr. Bond investment....... 43.05 


Or, if a separate bond premium account is kept: 


Dr. Income 
Cr. Bond premium account. 


For the second period, the bond investment has decreased by 
$43.05 and is now 10275 — 43.05 = 10231.95, on which the true 
income is 10231.95 & 0.025007 = 255.87, and the amortization 
$44.13. 

These operations are to be continued semi-annually six times, 
until at the end of the third year, the entire bond premium is 
entirely charged off. 

The periodical amortization, true income and bond balances, 
computed on the basis of true effective interest rate for the full 
period, is as follows: 


Period Nominal _ True Bond Bond Bond 
income income amortization purch. price balance 

1 $300.00 $256.95 $43.05 $10,275.00 $10,231.95 

2 300.00 255.87 44.13 10,187.82 

3 300.00 254.77 45.23 10.142.59 

4 300.00 253.64 46.36 10,096.23 

5 300.00 252.48 47.52 10,048.71 

6 300.00 251.29 48.71 10,000.00 








$1,800.00 $1,525.00 $275.00 $10,275.00 


Another, more scientific way for computing the exact periodi- 
cal amortization, after the true effective rate of interest has been 
obtained, is as follows: 

If the first periodical amortization is designated by X, the 
aggregate accumulation for 6 periods at 2.5007% true interest 
compounded semi-annually must equal the bond premium. Or 
expressed by equation 
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vy. X (1+ 1.025007 + 1.025007? + + + 1.025007") — $275.00 


— 
«a ( 1.025007 1 ) — 275 











0.025007 
__ 2%5 X 0.025007 

or X= 7 025007°—1 

x — 6.876925 
~~ 1,025007* —1 

Computed with logarithms: 
log 1.025007 = 0.0107269 
6 log 1.025007 = 0.0643614 
1.025007° = 1.159742 
1.025007* — 1 = 0.159742 
_ 6.876925 
or xX 0.159742 = $43.05 
Equation (7) determines the following amortizations as: 
1st amortization X = $43.05 
2d 4 43.05 K 1.025007 = 44.13 
3d re 43.05 &K 1.0250077== 45.23 
4th “9 43.05 XK 1.025007 = 46.36 
5th fe 43.05 & 1.025007* = 47.52 
6th ot 43.05 X 1.0250075 = 48.71 
$275.00 


For the purpose of comparing results, there is given a tabula- 
tion of the mathematically correct figures and those resulting 
from approximate methods as given on page 18 of the July issue 
of THE JoURNAL OF ACCOUNTANCY. 


Period True Exact Approximate True bond Approximate 
© income amortization amortization balance bond balance 


Ist $256.95 $43.05 $43.12 $10,231.95 $10,231.88 
2d 255.87 44.13 44.20 10,187.82 10,187.68 
3d 254.77 45.23 45.31. 10,142.59 10,142.37 
4th 253.64 46.36 46.44 10,096.23 10,095.23 
5th 252.48 47.52 47.60 10,048.71 10,048.33 
6th 251.29 48.71 48.33* 10,000.00 10,000.00 


$1,525.00 $275.00 $275.00 











*Adjusted by 46 cents from $48.79 to $48.33. 
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EDITORIAL 
Wanted: A Bill of Particulars 


A correspondent draws attention to a letter which appeared 
recently in The Journal of Commerce, New York, in which 
someone subscribing himself “Dry Goods Merchant” criticizes 
the accounting profession in a way that calls for comment. The 
letter states that while public accountants have enjoyed the con- 
fidence of the business community some practitioners have lately 
lent themselves to dishonest practices. The letter states that 
“in recent examinations of public accountants in bankruptcy 
courts it has been shown that they have simply copied figures 
which were handed to them by bookkeepers in charge, or merely 
made a transcript of the footings of the various accounts as 
shown by the ledgers, and admitted that their certification simply 
meant that they had copied the figures correctly, and had not 
verified any of the items.” 

In another place the writer of the letter says, “I feel assured 
when the matter is brought to the attention of the leaders of the 
profession, the proper steps will be taken to stop the deception 
now being practised.” 

We have no means of ascertaining the identity of “Dry Goods 
Merchant,” but if by any chance these notes should meet his eye 
we would suggest to him that the proper way in which to obtain 
reform is to address the leaders of the profession and to give 
them the particulars whereby they may be enabled to take action 
against offending accountants. It is a perfectly simple and safe 
matter to address an anonymous letter of criticism to a daily 
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paper, but the object of the writer would have been better served 
had he been specific and direct. 

One of the great difficulties which the American Association 
of Public Accountants has to overcome is the reticence concern- 
ing the shortcomings of accountants. The profession must rely 
upon the codperation of the business community. In return the 
national organization of the profession will take active measures 
to bring about reform where reform is needed. 

Not long ago a fairly widely-known accountant was charged 
with an attempt to extort blackmail. The evidence was in the 
hands of one man, and he a prominent member of society. This 
man was ready to give oral testimony in the privacy of a club, 
but when he was asked if he would appear to support charges 
against the man whom he was accusing he absolutely refused to 
have anything further to do with the matter. 

We do not admit with “Dry Goods Merchant” that there are 
many offenses committed by public accountants. On the whole 
the profession has as clean a record as any other, and it might 
be safe to say a cleaner than any other. Nevertheless, it is true 
that there have been unworthy public accountants. 

Will the public help by naming them or will it content itself 
with anonymous and destructive criticism? 





Income Tax Amendment 


The question of income tax amendment is one that is of far 
reaching public interest, but of peculiar importance to the account- 
ing profession, and it is therefore with close attention that 
accountants will review the report submitted by the income tax 
committee of the National Tax Association at its recent 
convention. 

Since the enactment of the income tax law there has been a 
mass of adverse criticism, but it has been more or less disconnected 
and in many cases dictated by self-interest. The need of amend- 
ment in many particulars is generally recognized—by no one 
probably more than by those officers of the government who are 
entrusted with the administration of the law—and it seems neces- 
sary that there should be co-ordinated and constructive criticism 
prepared by some representative body of men in order that when 
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amendments are introduced into congress they may be based 
upon well qualified opinion. 

For this reason the income tax committee of the National 
Tax Association deserves the thanks of the general community ; 
and although the recommendations are not as radical as some 
accountants would wish, it must be borne in mind that the sug- 
gested amendments represent a compromise of opinion and 
therefore may be regarded as fairly representative of the views 
of those who have given careful study to a most complex question. 

The report as a whole is worthy of careful analysis. It is 
concise and clear—in this particular being somewhat at variance 
with the characteristics of the law. It is not our purpose, how- 
ever, to criticize the entire report. We give below the recom- 
mendations in their condensed form with the hope that accoun- 
tants will be spurred to interest in the questions raised and that 
the whole report may receive the consideration which it deserves. 

Seventeen recommendations are embodied in the report and 
are followed by the reasons which were responsible for them. 

The recommendations follow: 


I 
That part of the act which requires the collection of the tax at the 
source should be modified. 
II 


A system of information at the source should be introduced. 


III 


Partnerships should be required to file substantially the same kind of 
returns as corporations are required to file and to pay the normal tax as 
corporations do. 


IV 
Individuals should be permitted to deduct all losses, including a reason- 
able allowance for depreciation incurred in the business, trade or profes- 
sion in which they are engaged, and including also losses of property used 
for investment or speculative purposes where the gain, if any, would be 
subject to tax. 


V 


Expenses incurred by individuals in making investments and managing 
property, with respect to which the income is taxed, should be permitted as 
are expenses of carrying on business. 


VI 


Allowances for the depreciation of property and for the depletion of 
natural resources should be on a basis which will permit the return of the 
capital invested therein, free from tax, as nearly as possible coincident with 
the obsolescence of the property or the exhaustion of the resources. 
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VII 
Individuals should be permitted to deduct taxes paid within the year 


in foreign countries upon the property or business from which the taxable 
income was derived. 


Vill 


The specific exemption should be lowered and the language of para- 
graph “C” should be clarified. san ” 


IX 


Individuals having a gross income equal to, or exceeding, the minimum 
exemption should be required to make returns. 


x 
_Taxpayers keeping books of account in accordance with statutory re- 
quirements or well recognized methods should be permitted to make their 
returns based thereon. 


XI 
Every corporation should be permitted to deduct all amounts received 


by it within the year as dividends upon the stock of other corporations, 
joint-stock companies or associations, subject to the income tax. 


XII 

The parent and its subsidiary corporations should be recognized as a 
single entity for purposes of the return in cases where they constitute a 
single operating system or where in determining net income for their own 
purposes no recognition in accounting is made of the subsidiary companies 
as distinct operating units and in all cases where all the stock of the sub- 
sidiary company is owned by the parent company, a consolidation of 
figures should be allowed in appropriate cases subject to the approval of 
the department. 


XIII 


Taxpayers should be permitted, with the approval of the commissioner 
of internal revenue, to adopt the practice of determining and reporting 
gains or losses by annual inventory of values. 


XIV 


Application for refund of income taxes with consequent right of appeal 
from the decision of the department should be allowed not only as at 
present within two years from date of payment of the tax but also, as a 
matter of course, at any time, without limit, as an offset where additional 
tax for any year is claimed by the government. 


XV 


The permission now granted to officials of states levying an income 
tax to inspect the returns of corporations should be extended to the returns 
of individuals. 


XVI 


The act should define some, at least, of the special terms therein 
contained. 


XVII 


Provision should be made for a more elaborate publication and analysis 
of income-tax statistics. 
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Ratings by Mercantile Agencies 


It is eminently gratifying to learn that the National Associa- 
tion of Credit Men at its Salt Lake City convention last June 
gave careful consideration to the general question of mercantile 
agency service and unanimously adopted a very able report of 
the committee appointed to investigate that question. 

Naturally anything which bears upon statements of financial 
condition is of vital interest to accountants, and one of the im- 
provements which should be made in the mercantile agency 
service has been frequently urged by members of the American 
Association of Public Accountants and also by credit men. The 
improvement to which we refer is the indicating by means of an 
asterisk or other symbol which ratings are based upon audited 
statements. In the recommendations of the committee of the 
National Association of Credit Men this was given first place, 
in the following words: 

(a) That rating books prepared and issued by mercantile 
agencies should indicate by symbol whether the rating as- 
signed is based on an audited statement. 

The mercantile agency service committee of the National 
Association of Credit Men will give consideration to the recom- 
mendations of the former committee, and it is to be expected 
that an effort will be made to induce the mercantile agencies to 
adopt these recommendations. 

At first glance the mere inclusion of an asterisk here and there 
throughout a rating book may seem insignificant, but when it is 
remembered how vast an amount of public confidence depends 
upon the fact of audit by reputable public accountants it seems 
that the mercantile agencies should no longer hesitate to carry 
out a plan which will give to the ratings which they publish far 
more meaning than they have had in the past. 





Competitive Bidding 
A correspondent in one of the largest southern cities sends 
us a letter which he received from the city clerk. 
The letter reads as follows: 
The finance committee has requested me to ask for bids for auditing the 


accounts of the city for the year ended June 30, 1915. 
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Bids are requested for auditing report prepared by the city comptroller; 
and for auditing the accounts and preparing financial statement. 

Copy of the report for the year ended June 30, 1914, is forwarded under 
separate cover. 

It is a remarkable fact that the city in which this letter was 
circulated has good reason to know the value of accounting ser- 
vices. Many of the city officials are quite well aware of the 
professional status of accountancy. 

It is somewhat discouraging to find that, in spite of the prog- 
ress which has been made and the frequently expressed desire 
to raise professional standards, a city of imporfance should 
attempt to place accountancy on the lowest commercial plane. 





Standards of Graphic Presentation 


At the invitation of the American Society of Mechanical 
Engineers several associations of national scope have appointed 
representatives on a joint committee on standards for graphic 
presentation. Among the associations represented is the Ameri- 
can Association of Public Accountants. Our readers will feel an 
interest in a preliminary report which has been published for the 
purpose of inviting suggestions for the benefit of the committee. 
Copies of the report in question may be obtained from the Ameri- 
can Society of Mechanical Engineers, 29 West 39th Street, New 
York, at a nominal price, and it is to be hoped that accountants 
will display a sufficient interest in this very important matter 
to obtain copies and make any suggestions which occur to them 
as being relevant or beneficial. 





Annual Meeting of American Association 


The annual meeting of the American Association of Public 
Accountants will be held in Seattle, Wash., September 20-23, 1915. 

The programme of the convention has now been prepared and 
is as follows: 


Monday, September 20: 
9:00 A. M. 


Trustees’ Meeting 
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Afternoon: 
Reception at Hotel Washington 


Tuesday, September 21: 
9:30 A. M. 

Opening session of convention 

Addresses by Hon. Ernest Lister, C. P. A., Governor of the State of 
br own eaaaal Hon. H. C. Gill, Mayor of the City of Seattle, and 
others. 

Response by President Joplin 

Reports by committees 

General business 


2:00 P.M. 
Automobile drive around Seattle boulevards 


7:30 P. M. 
Paper by John F. Forbes, C.P.A., of San Francisco, Cal., on 
Some Phases of Professional Ethics. 
Paper by W. D. Whitcomb, C.P.A., of Portland, Oregon, on 
Will We Co-operate or Must We Incorporate? 
Paper by Geo. O. May, C. P. A., of New York, on Qualifications in 
Certificates. 


7:30 P.M. 
Entertainment for ladies 


Wednesday, September 22: 


9:00 A. M. 
Decide place of next annual meeting 
Amendments of by-laws and constitution 
Election of officers 
Paper by H. W. Carroll, C. P. A., City Comptroller, Seattle, on 
Municipal Accounting and Its Relationship to Government. 


2:00 P.M. 
Leave Hotel Washington by special cars for Madison Park, leaving 
there at 2:30 for steamboat trip on Lake Washington 


8:00 P.M. 

Joint meeting with Dominion Association of Chartered Accountants 
at Manufacturers’ Association auditorium 

Illustrated lecture on the Totem Indians of Alaska by Prof. Evans 
at the same place, followed by informal dance on roof garden of 
Manufacturers’ Association 

(Use of auditorium and roof garden by courtesy of the Seattle 
Manufacturers’ Association) 


Thursday, September 23: 
9:00 A. M—4:30 P. M. 

Steamboat trip on Puget Sound. Lunch at Venice, Bainbridge 
Island, the country home of the Seattle Yacht Club, by courtesy 
of that club 

Installation of officers at Venice 
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5:00 P. M. 
Trustees’ meeting 


7:30 P.M. 
Annual banquet, Hotel Washington 


The indications are that there will be a somewhat larger 
attendance than appeared probable early in the summer. Nearly 
every state society will be represented and a noteworthy conven- 
tion seems assured. 
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Epitep By JoHN B. Niven, C. P. A. 


The treasury department has now officially published as T. D. 2224 the 
ruling superseding the previous ruling dealing with a certain class of bad 
debts which was commented on in this department of last month’s JouRNAL 
or Accountancy. The changes effected on the original ruling (T. D. 
2201) vary in some particulars from the advance summary which appeared 
in the public prints, and the remarks made in the August JourNAL should 
perhaps be modified in some respects. 

The original ruling, the readers will no doubt remember, provided 
that debts on account of unpaid wages, salaries, rents or items of a 
similar character would not constitute an allowable deduction from gross 
income as bad debts in ascertaining taxable net income unless the follow- 
ing conditions prevailed, viz.: that the amount representing such debts (1) 
had been entered on the books of the taxpayer, (2) had been included as 
income in his income tax return for the year in which the deduction was 
claimed, and (3) had been actually ascertained to be worthless and had 
been charged off within the year. 

The new ruling it will be seen does not contain the provision which 
required that the debts had to be entered in the books of the taxpayer 
and ipso facto it is presumably not now necessary that a debt should be so 
recorded before it constitutes an allowable deduction. 

It will be observed, however, that before a debt becomes an allowable 
deduction it has to be charged off. It is not defined what is meant by the 
process of “charging off.” Is a physical act intended? As has just been 
pointed out it is not required that the amount should be entered in the 
books of the taxpayer and, if not so entered, it seems impossible for the 
taxpayer properly to record the charging off of the debt in the ordinarily 
accepted meaning of the phrase. It may be assumed, therefore, that when 
a debt of a taxpayer is ascertained to be worthless it will be sufficient if 
he can produce the evidence which convinced him of that fact to satisfy 
the condition of this ruling of having been charged off. No other method 
seems open to him. 

It will be noticed further that in the ruling under review debts of this 
class have been divided into two categories, viz.: those which became due 
and payable on or after March 1, 1913, and those which became due and 
payable prior to that date. As regards the former category it is now pro- 
vided that the debts in question will be allowed as general deductions if 
they have appeared as income in any return of the taxpayer, i.e., the return 
of the year in which the deduction is sought to be made or in the return of 
a previous year. This widening of the latitude of time in which the debt 
may appear as income is right and proper if the treasury department is to 
continue strictly to enforce the provision of the law calling for the 
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assessment to be laid upon the entire net income “arising or accruing” 
to the taxpayer in the preceding calendar year; but at the same time it 
seems to be a reversal of the trend of recent rulings which has rather been 
along the lines of requiring the adoption of a cash basis in making up an 
individual’s return. Obviously, if a cash basis were adopted, income of 
the nature of wages, salaries, rent and items of a similar character would 
not be included in the return until payment had been received, so that a 
claim for deduction of a bad debt would never arise, and this ruling would 
not be necessary. If one may take any meaning out of the ruling, there- 
fore, it is that individuals are still expected to include in their returns not 
only all income which became due and was paid in the year of tax, but 
also all income which became due and payable and was not paid in the 
year. 

The same principle, though in a considerably broader sense, seems to 
have been applied to the other category of debts, i.e., those which became 
due and payable prior to March 1, 1913, as it is in their case provided 
that all debts, whether representing income or a return of capital, are 
held to be allowable deductions in a return of income for the year in 
which they are actually ascertained to be worthless and are charged off. 
In the first place, it will be seen that the debts in this category are not 
restricted as in the former category to debts arising from unpaid wages, 
salaries, rent and items of a similar character, but include “all debts” 
and have even been extended to include debts representing a return of 
capital. This is a distinct departure from previous rulings and in fact 
from the actual administration of the law by the department’s officers; 
but it must be assumed that the ruling means what it says and that on the 
strength of it certain deductions in the returns of 1913 and 1914 which were 
disallowed by the department will now be admitted and the excess tax 
refunded. In this connection, it would be interesting to know what cir- 
cumstance makes a bad debt arising out of a capital item, which became 
due and payable prior to March 1, 1913, an allowable deduction while that 
same debt would have been debarred from being used as a deduction had 
it become due and payable on or after March 1, 1913. 

Another ruling officially issued is one stating anew the regulations with 
regard to the return and the payment of tax by fiduciaries under trust 
estates. It will be found in these pages as T. D. 2231. 

The principal changes are with regard to taxation of undistributed 
income. The former ruling required a return from a fiduciary when the 
annual interest of any one beneficiary in the income of the trust estate 
subject to the normal tax was in excess of $3,000.00 and the new ruling also 
requires a return when the undistributed income (including dividends) 
shall exceed $20,000. It further provides that such undistributed income will 
be taxable to the estate as for an individual and the fiduciary will pay 
such tax, both normal and additional. This provision is quite a new 
departure in the administration of the law and it seems difficult to recon- 
cile it with the principles of the law. It may be pointed out that it is not 
income qua se but certain corporations and individuals who are taxable, 
and the measure thereof is fixed by their net income. The whole prin- 
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ciple underlying the law is that the income to be taxed shall be the actual 
income arising or accruing to the taxpayer and not any potential income. 
There is no provision in the law for the taxation of trust estates, because 
the income of the estate is not income to the fiduciary as a separate entity 
but only becomes income when it is due and payable to a beneficiary. In 
the income of a trust estate the department has also ruled should be 
included increases in the capital assets by the realization of investments, 
which under the ruling now issued would also be considered as undis- 
tributed income. To the extent to which the vested interest in the trust 
estate of a taxable person is increased it may be right and proper that 
tax should be paid thereon when it becomes due and payable to him, but 
where no vested interest has emerged to a taxable person and where the 
ultimate legatee is still unknown and may conceivably ultimately appear 
in a specifically exempt corporation (e.g., a charitable institution) there 
does not seem to be any authority under the law for subjecting such items 
to taxation until they reach a taxable person. In the event of such income 
going to a person or corporation which is exempt, or going to it not as 
income but as the capital of a bequest, which is exempt by the terms of 
the law, it would seem that such beneficiary could demand payment of the 
amount in full, and the fiduciary would have to bear the tax personally 
without probable recourse against any one for recovery. Again, in the 
apportionment of the additional tax paid on amounts of undistributed in- 
come above $20,000 which additional tax would presumably be considered 
as an expense and deducted from the gross income leaving a net sum 
divisible among the beneficiaries, all of the beneficiaries participating in 
the distribution would have to bear part of the tax even though their 
income did not reach a figure making it subject to the additional tax. The 
principle of the law itself would thus be violated by discrimination in its 
incidence. 

All these possibilities are indicated to show how inequitably the new 
method of taxing trust income would work; and this fact is to be regretted 
when it is considered that most of the difficulties would be obviated if 
the principle of law were adhered to of taxing only the individual who is 
subject to the tax on the amount of the income actually arising or accru- 
ing to him and at the same time refraining from taxing income as such 
until it does reach the possession of a person upon whom the liability for 
taxation rests. 

A report was recently submitted to the National Tax Association at 
San Francisco on the federal income tax by a special committee of 
acknowledged authority on questions of taxation in which they exhaus- 
tively analyzed the law and arrived at certain conclusions. Numbers of 
reports have been made on this subject, but the committee seems to have 
gone into the matter quite thoroughly and independently, and while, no 
doubt, the criticisms of the form of the law and its complicated and 
involved draughting all dwell on the same features and require as the 
only remedy a complete restatement and clarification of the law, this 
committee suggests the appropriate remedy for many of the injustices of 
the incidence of the tax. One of the questions it goes into in detail is 
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that of the heavy expense forced upon corporations that act as the source. 
The report gives a large amount of data bearing on the question and shows 
the absurd amount of expense involved in the collection. As a general 
remedy the committee recommends that the law be amended so that 
instead of having taxation at the source there would be the fullest possible 
information at the source, leaving the government, however, to do its own 
collecting. The report makes several other recommendations which are 
just and sensible and have in most cases been already advanced in other 
reports. The report seems to have been ably prepared, and it is to be 
hoped that its influence will prevail in the counsels of the government to 
the extent of at least making the tax more fair and equitable and removing 
the more glaring inconsistencies of the present law. 





TREASURY RULINGS 
(T. D. 2224, July 13, 1915) 


Revising T. D. 2201 of April 28, 1915, relative to bad debts as an allowable 
deduction under paragraph B of the act of October 3, 1913. 


Debts arising from unpaid wages, salaries, rents, and items of similar 
taxable income due and payable on or after March 1, 1913, will not be 
allowed as general deductions under paragraph B. of the income tax law 
unless the income which they represent has been included in a return of 
gross income for the year in which the deduction as a bad debt is sought 
to be made or in a previous year and the debts themselves have been 
actually ascertained to be worthless and charged off. 

All debts representing amounts that became due and payable prior to 
March 1, 1913, and not ascertained to be worthless prior to that date, 
whether representing income or a return of capital, are held to be allow- 
able deductions under paragraph B of the law in a return of income for 
the year in which they are actually ascertained to be worthless and are 
charged off. 

T. D. 2201 and all other regulations inconsistent herewith are hereby 
superseded. 





(T. D. 2231, July 26, 1915) 


Amendment of regulations requiring return and payment of tax by fidu- 
ciaries under trust estates. 


Guardians, trustees, executors, administrators, agents, receivers, con- 
servators, and all persons, corporations, or associations acting in any 
fiduciary capacity, hereinafter referred to as fiduciary agents, who hold in 
trust an estate of another person or persons, shall be designated the 
“source” for the purpose of collecting the income tax, and by filing notice 
with other debtors or withholding agents said fiduciary shall be exempt 
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from having any income, due to them as such, withheld for any income 
tax by any other debtor or withholding agent. Other debtors or withhold- 
ing agents upon receipt of such notice shall not withhold any part of such 
income from said fiduciary and will not in such case be held liable for 
normal tax of 1 per cent due thereon. The form of notice to be filed 
with the debtor or withholding agent by fiduciary will be on form 1015. 
Where such exemption is not claimed notice thereof on form 1019 should 
be filed with the withholding agent; provided, that form 1019 cannot be 
used when the income affected is payable by the fiduciary to a beneficiary 
who would not be liable under the statute for income tax if such income 
were payable to such beneficiary directly. 

Fiduciaries shall, on or before March 1 of each year, make and render 
a return, in form prescribed by the commissioner of internal revenue, of 
the income coming into their custody or control and management from 
each trust estate when the annual interest of any beneficiary in the income 
of said trust estate subject to the normal tax is in excess of $3,000, and 
also when the undistributed income of the estate (as an entity or beneficiary 
in and of itself for tax purposes), consisting of income from dividends of 
corporations and other income (or of dividends alone), shall exceed 
$20,000. In such cases the estate shall be reported as a beneficiary for the 
undistributed income. 

Notice of failure to file a return as required shall be served upon the 
fiduciary. (See Art. 18.) 

The entries on the first page of form 1041, in column 3, headed “bene- 
ficiaries’ interest in amount reported on line 5, whether distributed or not,” 
should not include their respective shares of income derived from divi- 
dends on the stock or from the net earnings of corporations, joint stock 
companies, etc., subject to like tax, or the income on which the normal 
tax has been deducted and withheld at the source by the debtor or prior 
withholding agent. These two items should be treated as deductions in 
determining the amount of income subject to the normal tax and for 
which the fiduciary as withholding agent is to account. 

The income of trust estates, as any other income, is subject to the 
income tax. When such income is received annually by a beneficiary of 
an estate the fiduciary will withhold the normal tax due and subject to 
withholding by him. Any part of the annual income of trust estates not 
distributed becomes an entity and, as such, is liable for the normal and 
additional tax, which must be paid by the fiduciary. When the beneficiary 
is not in esse and the income of the estate is retained by the fiduciary, such 
income will be taxable to the estate as for an individual and the fiduciary 
will pay the tax, both normal and additional. When the beneficiary re- 
ceives a part only of the income to which he is entitled from the estate 
and the balance is retained by the fiduciary the normal tax will be with- 
held on the income paid to the beneficiary and the amount of such income 
retained by the fiduciary will be treated as income taxable to the estate 
for both the normal and additional tax, which tax will be paid by the 
fiduciary. When the gross net income not distributed and remaining in 
the hands of a fiduciary is less than $20,000 the estate will be listed as a 
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beneficiary, and only the normal income tax will be assessable and such 
tax will be paid by the fiduciary. When the gross net income not dis- 
tributed and remaining in the hands of a fiduciary exceeds $20,000 such 
income is subject to both the normal and additional tax, and the estate 
will be listed as a beneficiary and both the normal and additional tax will 
be paid by the fiduciary. 

In all cases where fiduciaries act for minors or other incompetents 
they are held, for the purpose of the income tax, to be acting as the agents 
of such minors or other incompetents and must pay all tax (normal and 
additional) chargeable on such income in their hands as though the 
persons for whom they act were acting for themselves. 

T. D. 1906 and T. D. 1943 and articles 70, 71, 74, and 75 of regulations 
33, and all other regulations so far as inconsistent herewith, are hereby 
superseded. 
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Eprtep By Seymour Watton, C. P. A. 
CHEQUES AND DraFts 


Conditional Payment. The bookkeeper who possesses a little knowledge 
of the law governing negotiable instruments can, as we have already said, 
often save his employer from risk of loss. One of the points that is not 
likely to be known by the employer is that a cheque or draft that is drawn 
on a special fund or one that has any condition attached to it is not 
negotiable. If such an instrument is cashed on the faith of an endorser 
alone, the drawer not being known to the party cashing it, it is important 
that the latter should know that the endorser is not held in case of non- 
payment. The following are some of the clauses that have this effect: 

“And charge same to my account for labor and material furnished.” 

“Out of money due as per contract.” 

“Out of claims against Blank estate.” 

“Out of money to be collected on note of John Doe.” 

“On account of wheat shipped by certain boat.” 

A conditional acceptance of a draft by the person on whom it is drawn 
will release the drawer. If Smith draws a sight draft on Jones in favor 
of Robinson, and Robinson allows Jones to accept it “payable when in 
funds,” Smith has been released. 

The principle is that a bill, to be negotiable, must be an order drawn 
by one person on another to pay a third a definite sum of money, abso- 
lutely and in any event. It must be drawn on the general credit of the 
drawer. It is no exception to this that it may be secured by a bill of 
lading for merchandise shipped. A draft so secured must be drawn for a 
definite sum, which the acceptor must pay, without any regard as to 
whether the goods covered by the bill of lading are sufficiently valuable to 
reimburse him or not. If there were any doubts about that, he should not 
have accepted the draft. This principle is equally applicable to a promis- 
sory note. 

Alterations. Any material alteration of a cheque, note or draft re- 
leases endorsers or sureties that did not know of it and consent to it, and 
in some cases will release the maker. A man, intending to be absent for 
several days, drew a cheque in favor of his bookkeeper for the amount of 
his payroll and dated it June 21, the day the payroll was due. On June 20, 
the bookkeeper changed the figure 1 in the date to 0, collected the cheque 
from the bank and absconded. The bank was obliged to refund the 
money, the date being held to be a material part of the contract repre- 
sented by the cheque. 

This applies to an apparently immaterial alteration. Thus, Smith made 
a note payable to Jones, who endorsed it. Smith then got Robinson to 
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endorse it also. Then, without the knowledge of either Jones or Robinson, 
he wrote Robinson’s name in the body of the note as an additional payee, 
and discounted the note with a bank that did not know of the insertion 
of the second name. It was held that both endorsers were released by 
the alteration. 

Even when the alteration reduces the amount for which a surety is 
liable, the effect is the same. Smith made a note for $4,000.00 on which 
Jones signed as surety. The bank, however, would not discount more 
than $2,500.00 for Smith. The cashier of the bank wrote across the face 
of the note, “This note discounted for $2,500.00, which is all that is due 
on it.” This released Jones, as it was a material alteration of the con- 
tract which he had signed. An alteration decreasing the amount of a 
note is as fatal as oue increasing it. Of course, what the bank should 
have done was to have discounted Smith’s own note for $2,500.00, holding 
the secured note of $4,000.00 as collateral. 

Changing the place at which a draft is payable is a materia! alteration. 
This is very likely to happen when a business is located in a small town 
near a large city, and keeps its principal bank account in the city. A draft 
drawn at ten days sight on the Smith Manufacturing Company, at Ham- 
mond, Indiana, may be accepted by them payable at their bank in Chicago. 
If this is done, the drawer of the draft and all endorsers are released. “If 
the place of payment may be fixed ten miles distant from the place of 
residence of the acceptor, it may be 100 or 150 miles with equal reason. I 
think there can be no safe rule, except to confine the power of designation, 
by the acceptor, of the place of payment to some place within the limits 
of his own city, town or village.” (McMaster’s Commercial Digest.) 

Any extension of the time of payment without the knowledge of the 
surety releases the latter. This applies even to the case where the surety 
is a firm of which the maker is a member. Smith and Jones were partners. 
To increase his capital in the firm, Jones discounted a note which Smith 
endorsed with the firm name. When the note came due Jones renewed 
it with another note, on which he endorsed the firm name. This released 
Smith, who did not know of the renewal. This also comes under the rule 
that one partner cannot bind another by an accommodation endorsement 
without his consent. 

If a draft is drawn payable in New York exchange and the acceptor 
erases the exchange clause, or if a draft is drawn without such clause, and 
the acceptor accepts it payable in New York exchange, it is a material 
alteration. 

The negotiable instruments law states a material alteration as one that 
changes the date; the sum payable either for principal or interest; the 
time or place of payment; the number or relation of the parties; the 
medium or currency in which payment is to be made; or which adds a 
place of payment when none is specified; or any other change or addition 
which alters the effect of the instrument in any respect. 

Bills of Lading. To those who draw time drafts to which are attached 
bills of lading for goods shipped, it is important to know that if the bill of 
lading shows the customer as consignee, the bill of lading must be de- 
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livered to the customer when he accepts the draft. If it is intended that 
the goods should be held until the draft is paid, the bill of lading should 
be drawn in favor of the shipper as consignee and must be endorsed by 
him. Such a bill of lading is not deliverable until the draft is paid. Ig- 
norance of this difference may cause loss to a shipper who thinks that in 
either case the goods are security for the draft. Where the shipper makes 
himself the consignee, the bill of lading is said to be drawn “to order.” 

Authority to Execute Paper. A very important point for those to un- 
derstand who are dealing with corporations or with men who are agents 
or who hold powers of attorney for others is that the authority to execute 
certain documents or perform certain acts must be explicitly conferred. 
The right of officers to sign cheques for a corporation is conferred on 
them by the board of directors, but this does not authorize them to exe- 
cute notes or to accept drafts. When receiving a note from a corporation, 
it is well to inquire whether the officers signing it have been authorized to 
do so by the by-laws or by formal resolution of the directors. If not, the 
corporation is not held for the note. 

An officer who is authorized to endorse cheques and other documents 
for deposit is not thereby empowered to receive the money for them. 
Therefore a cashier who is asked to cash for the officer of a neighboring 
corporation a customer’s cheque in favor of that corporation and endorsed 
by the officer, is not safe in doing so, unless he knows that the officer has 
also the power to draw money for the corporation. 

A power of attorney to sign cheques does not give the attorney the 
authority to accept drafts or to make notes for his principal. 

Even when an officer is authorized to draw money on a customer’s 
cheque endorsed by him, it is not safe to cash such a cheque for a third 
party. Banks are more likely to be asked to do this for large sums than 
ordinary persons are, but it might happen that the cashier of a concern 
that has large amounts of currency may be asked to do it for a sum that 
is larger than he would care to lose. If a cheque is endorsed in blank and 
given to an employee with instructions to deposit it, the employee may 
take it to the bank or to the cashier of some friendly concern and state 
that his employer has asked him to procure the currency for it. Any one 
cashing such a cheque will be liable for the amount to the owner of the 
cheque. The only safe thing to do is to require a written request from 
the endorser to give him currency for it. Many banks are very careless in 
this regard, and not a few have been victimized by dishonest messengers. 
Of course, this applies to cheques endorsed by any one and intended for 
deposit to the endorser’s credit. 

Alternative Payees. Often a paper is made payable to either one of 
two or more parties. This is frequently the case when husband and wife 
take out certificates of deposit payable to either for convenience. It is 
important to know some points in connection with such documents, es- 
pecially where it is intended that if one should die the survivor can use 
the money. A curious case was decided some years ago in Texas. John 
Doe took out a certificate of deposit from a bank for several thousand dol- 
lars, payable to “himself or his wife.” He died, and the bank, knowing of 
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his death, paid Mrs. Doe the money. It was obliged to pay it again to 
John Doe’s executor, the court ruling that at the time the money was paid 
to Mrs. Doe she was John Doe’s widow and not his wife. 

It has also been decided that when the second party is mentioned by 
name, where there are two alternative payees, the death of the original 
depositor stops the payment to the second party. That is, even if John 
Doe had made his certificate payable to himself or Mary Doe, the latter 
could not collect after his death. He should have had the certificate read, 
“Deposited by John Doe and Mary Doe, joint owners , Pay- 
able to either, before or after the death of the other.” 

There are many other interesting and important points connected with 
negotiable paper. We have touched only on those that are likely to affect 
the ordinary commercial concerns. 








DeveELopINnG REAL Estate. 


Editor, Students’ Department: 

Sir: Would you kindly give me your opinion on the following: 

A corporation organized under the laws of California is permitted 
to levy assessments on the capital stock of the company either to cover 
losses incurred in the operations of the company or to acquire working 
capital. In case of a company organized under such laws, having a fully 
paid up capital of, say, $500,000, invested in assets worth fully that much, 
the purpose of said corporation is to put such assets on the market, but it 
is necessary to improve the properties before sale, and assessments are 
levied on capital stock to cover such improvements; in such case the 
amounts credited assessments are represented on the assets side by actual 
assets and not operating losses. The properties are then placed on the 
market and considerable sales are made, thereby acquiring~quite a cash 
surplus, but owing to carrying charges for a poe’ of years on the prop- 
erties, the operations still show a deficit. Are the stockholders not entitled 
to a refund on such assessments as were levied to enhance the value of the 
properties and which have been realized to a certain extent on the sale of 
some of the properties? If not, on what basis could the surplus cash be 
distributed? It might be argued that all of the assets of a corporation, 
except as represented by a surplus and available for dividend, are liable 
for its liabilities and cannot be distributed except as a dividend, but in the 
present instance, let us assume that the corporation has no liabilities other 
than to its stockholders and the balance sheet is as follows: 


Assets Liabilities 

Net corporate deficit...... $20,000 Capital stock.............. $500,000 
Real estate (cost of raw shares @ $1,000 

MED oi ok cites rseceaodes 500,000 Assessments on capital 
Real estate improvements. 100,000 stock .........sssse0-0s 220,000 
Cash (from real estate 

ORIG) . ...o0.'0605) Seen eeke 100, 

$720,000 $720,000 


Under the laws of assessments, in the present instance, is the assessment 
levied to the extent of $200,000 merged into capital stock, or is it in the 
nature of a loan to be refunded when not needed for working capita‘? 

Yours very truly, 
Los Angeles, California. B. L. Jenwincs. 
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There are several statements made in your letter that will not bear 
analysis. In the first place, you speak of net operating losses before any 
of the property has ever been placed on sale. Again, you say, “Owing to 
carrying charges for a number of years the operations still show a deficit.” 
These statements are reflected in the balance sheet in a debit item of “net 
corporate deficit,” which, being net, must be the amount erroneously called 
deficit, less the profit on the sales that have been made. 

As a matter of fact, there never was a deficit nor an operating loss. It 
is impossible to have an operating loss when the business has not yet 
started to operate. The business could not begin to operate until the prop- 
erty was ready to be put on the market for sale. All the outgo up to that 
time was part of the cost of the property. To say, as your balance sheet 
does, that the property cost included merely the bare land and the actual 
improvements is to assume that the land was capable of improving itself, 
without any expense for supervision or for any other purpose. It would 
be exactly as correct to say that the factory cost of finished goods in- 
cluded only the cost of the raw material and the direct labor—that no 
indirect labor or other factory burden should be added to it. This prop- 
erty is nothing more or less than a manufactured article made from the 
raw material of land, and any expense necessary to its manufacture into 
finished merchandise is a part of its cost. Therefore the property ac- 
counts in the balance sheet are incorrectly stated. There should be added 
the so-called deficit, as it stood before it was reduced by the profit on the 
sales that have been made. That profit will then appear as a credit to 
surplus. 

Next, as to what payments can be made out of the cash on hand. Not 
having the real estate or corporation laws of California at hand, nor 
leisure to study them if I had them, I will assume that the assessments 
paid in on an already fully paid capital stock are not capital, but loans, or 
perhaps donated surplus. If they are loans, the term “dividend” does not 
apply to them, except in its ultimate meaning of something to be divided. 
They can be repaid at any time when the company is in funds. If they are 
considered donated surplus, a dividend can be paid at any time by the 
directors, but it should be distinctly specified that this dividend is out of 
contributed surplus and not out of profits. 

If the law makes the assessments capital, thus increasing the capital 
stock, any payments on that account would be in the nature of a liquidating 
dividend, and permission to make the payments in reduction of capital 
might have to be obtained from the secretary of state. 


ORGANIZATION EXPENSE. 


Editor, Students’ Department: 

Sir: Will you please answer the following question in the Students’ 
Department of Tue JourNaAL or ACCOUNTANCY? 

A mercantile concern issues bonds for the purpose of erecting a new 
building. In connection with the issue there are incurred such expendi- 
tures as legal fees, trustees’ fees, printing the certificates, title insurance, 
etc., which aggregate a considerable sum. Which of the following three 
is the correct method of treating these expenditures? 

1. As a part of the cost of building, or 
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2. As a deferred charge to expense to be spread over a number of 
years, or 

3. As a charge against the current year’s operation. 

Yours very truly, 

Cincinnati, Ohio. Ben SEGAL. 

1. Emphatically, this expense is not part of the cost of the building. It 
does not add any value to the building, which must include only those 
expenditures which actually went into it. It has heretofore been held that 
an exception to this is that interest actually paid during the time of 
construction is a legitimate charge to the cost of construction. Personally, 
I am inclined to doubt even this. If A and B put up two identical build- 
ings, and A is obliged by lack of ready money to pay $10,000.00 in interest 
during construction, while B, having abundant funds, does not have to 
incur this expense, it does not seem logical that A should be able to say 
that his building is worth more than B’s. A prospective buyer would 
certainly not take that view of it. The cost of financiering the construc- 
tion of a building should be treated independently of the cost of the build- 
ing itself. This is now fully recognized with regard to the discount on 
bonds sold to pay for a building. The next logical step is to apply the 
same principle to all financiering expense. 

2 and 3. It is not proper to charge the first year’s operations with an 
item which benefits more years than one. The logical procedure would be 
to spread it over the entire life of the bonds, but it is never worth while 
to do this, since the amount is never large enough to make it a very heavy 
burden on a comparatively few years. In addition to the expense con- 
nected with the issue of bonds, there are always other items of expense 
incident to the organization of a new company, such as legal fees, the 
charter fees paid to the state, the cost of stock certificates, etc. These are 
usually charged to one account of preliminary expense or organization 
expense, to be carried as a deferred charge and to be written off in a few 
years, usually not more than five. The expense of issuing the bonds may 
just as well as not be included in this account, instead of charging it to a 
special account of expense of bond issue. 


Treasury STocK 


Editor, Students’ Department: 

Sir: Please advise me as to the proper treatment of stock having a par 
value of $100 per share resold to the corporation at $115 per share. For 
instance, if there were 100 shares bought by the corporation, should treas- 
ury stock account be debited with $11,500? Now, in case the corporation 
resold 50 shares of this stock at $90 per share, 30 shares at $105 per share, 
and 10 shares at $120 per share, how should the bookkeeper treat the mat- 
ter on his books? The corporation still holds 10 shares of treasury stock. 
When these 10 shares are finally disposed of, what becomes of the treasury 
stock account balance appearing on the ledger? 

Newark, New Jersey. G. J. W. 


Authorities differ as to the proper charge to be made when stock is 
bought and placed in the treasury. Montgomery says it should be carried 
at cost, but I venture to disagree with him. As already stated in this 


235 











The Journal of Accountancy 


department, treasury stock is an offset against capital stock and should 
be shown in the balance sheet as a deduction from capital stock, in order 
to show the actual stock outstanding. In the above instance, if the 
treasury stock is carried at $11,500.00 and is deducted from capital stock, 
the stock outstanding will be shown as $1,500.00 less than the amount 
called for by certificates actually in existence. 

If the stock was bought in at 115%, it is reasonable to suppose that 
there was a surplus justifying the valuation. When the company bought 
the 100 shares it paid $10,000.00 for the stock and $1,500.00 for the un- 
divided right in the surplus belonging to that many shares. The charge 
would be $10,000.00 to treasury stock and $1,500.00 to surplus. Why it 
should afterwards sell 50 shares at 90% is not explained. If it did, it has 
undoubtedly made a loss of $500.00, which would be another charge to 
surplus as an extraneous loss. The two charges to surplus, as far as this 
lot of 50 shares is concerned, would aggregate $1,250.00, which is the 
exact loss on buying $5,000.00 of stock and selling it at 25% under the 
purchase price. For the 30 shares sold at 105% there would be a credit 
to surplus of $150.00 and for the 10 shares sold at 120%, a credit of 
$200.00. The remaining 10 shares would remain on the books at par for 
$1,000.00 in treasury stock account. 

When treasury stock is bought at a discount, the difference between the 
purchase price and par is not a real profit and should not be credited to 
surplus, but to contingent profit on stock. Only that portion of this con- 
tingent profit could be transferred to surplus that is actually realized by 
selling the stock at a price higher than the purchase price. That is, if 
$10,000.00 face value is bought at 90, treasury stock would be charged at 
par, $10,000.00 and contingent profit on stock credited with $2,000.00. If 
the stock is subsequently sold at 90, the entry would be: 


SE Catach Gulcdd tn ds sectatbe ccvateawkbielecesousccctes 9,000.00 

nN CE OR OI os  civscccsceseesescposeuse 2,000.00 
Sy SOD Sc gacs scsencseacdusesdcssvosnss 10,000.00 
2 ae a peck wish accsebieonsses ot6 1,000.00 


The profit being now realized is an unquestioned credit to surplus and 
is available for dividends. 


PARTNERSHIP SETTLEMENTS 


Editor, Students’ Department: 

Sir: Will you please advise me how to make the adjustment of part- 
ners’ accounts in the following case? 

M. and K. were partners in the show business and agreed to share 
profits and losses, M. 75%, K. 25%, the amount of capital supplied to be in 
the same ratio. No written agreement. 


Following is statement of the business done: 


SE GUNG GRENIER SOEE.s, bin oye 0s cc Ciaabdadevesceesvétnccecces $4,404.20 
PEED a cndnns datcdbadaludsoccccsdthavesebeveisncatoseusese 5,678.41 
a a cain bh aepeekinn whl $1,274.21 
en i ee caned wbesvaehdbesabene sen reganes segsninn te $1,075.36 
Cn isin cia chcunsendeteetees bance ntassesaibestaene 198.85 
$1,274.21 
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They quit business and sold the property, realizing $587.50 cash. How 
should this be distributed? My method was to charge the loss to M. 75%, 
K. 25%, but where I am mixed up is how to get out M’s. excess over the 
75% required capital. 

Yours very truly, 
W. M. M. 


As is often the case when such questions are submitted, the informaticn 
given does not cover all the facts. It is stated that the losses from opera- 
tion were $1,274.21, and that the partners put in exactly that amount be- 
tween them, implying that this was all they contributed to the business. 
Then it appears that there was some kind of property on hand that real- 
ized $587.50, but it is not stated where this asset came from. If it was 
contributed by either of the partners or by both of them the proposition 
would be entirely changed and the amount of the original value would have 
to be credited to the capital account of the contributing partner. The 
loss would then be increased by the difference between the original value 
and the $587.50 realized, assuming, as is more than probable, that the prop- 
erty did not sell for its original cost. This would change all the figures 
and would affect the final settlement. 

As the question stands, we are forced to assume that the cost of the 
property is included in the item of expenses, $5,678.41, in which case the 
salvage of $587.50 would be a credit to that account, and the net loss would 
be reduced to $686.71. 

In the liquidation of a partnership there are two important points that 
cannot be too strongly emphasized. Unless they are thoroughly under- 
stood, one is liable to make serious mistakes in the settlement between the 
partners, while if they are clearly grasped, the difficulties will usually dis- 
appear entirely, provided the terms of the partnership agreement are not 
too ambiguous to be correctly interpreted. 

The first of these points is that after the outside creditors have been 
provided for, the nominal or book value of the remaining assets must be 
exactly equal to the total of the credits in the partners’ accounts. When 
these assets are realized in cash, the loss on them must be offset by a 
charge of exactly the same amount to the capital accounts of the partners, 
which will then be equal to the cash to be distributed. The total of the 
capital accounts may, however, be an algebraic total. That is, if there is 
$10,000.00 cash on hand when all the assets are realized, A’s capital may 
be $7,000.00 credit, B’s $6,000.00 credit, C’s $3,000.00 debit, in which case 
A and B would divide the $10,000.00 and have a claim against C for his 
overdraft. 

This brings us to the second point, which is that, since the money to 
be divided is bound to be adequate for the division when made, it must be 
temporarily forgotten, and that attention must be given entirely and ex- 
clusively to ascertaining the condition of the capital account of each part- 
ner. This necessitates merely the ascertainment of the final net ioss and 
its charge in the agreed profit and loss sharing ratio to the respective capi- 
tal accounts of the partners. Then, and not until then, the amount of 
money or other divisible assets enters into the calculation. As we have 
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seen, it must, from the nature of things, be adequate to pay off all the 
capital accounts, unless one of them is overdrawn. 

In the case in question, M’s capital account would have a credit balance 
of $1,075.36, and K’s $198.85. The net loss is $686.71, of which three- 
fourths must be charged to M. and one-fourth to K. The result would be: 


EE en: HE ae 1,075.36 
Se Se OP ci ndascscanceeudecdssbbaanthanna 515.03 
i i, . .idcccsscadesdueresanheuh Daan 560.33 
oa, Jacl onetesshebaduadeneeetce 198.85 
SS ang 5 cs sca udeocannant ad otwhs xaekouel 171.68 
ee EN Si cet ce eR G ace 6ebe bas Ghee 27.17 
Total remaining capital.............. Dicah-eleuniennhide ian 587.50 


Turning now to the only asset remaining on hand, the cash proceeds of 
the property, it is necessarily found that there is just enough to pay off 
these two capitals and make the final settlement between the partners. 

Since I have spoken of a case in which one partner’s capital may be 
overdrawn by having losses charged to it, it is just as well to cover a 
settlement of this kind also. This situation could not arise unless the 
profit and loss sharing ratio of a partner was greater than his capital ratio. 
If the partners shared profits and losses in proportion of their capitals, 
any reduction of capital by losses would affect each one proportionately 
and no one partner could be overdrawn unless they all were, in which case 
there would be no settlement to be made between the partners, as there 
would be nothing to divide. 

In case there are only two partners, one of whom has a credit balance 
and the other is overdrawn, the one with the credit balance would take all 
the money and have a claim against the other for the overdraft in addition. 
In case there are three or more partners and one of them is overdrawn, 
the money must be divided between the other partners so as to leave each 
one with a credit balance equal to his profit and loss ratio of the over- 
drawn partner’s account. In the case mentioned above, if the profit and loss 
ratio were A 50%, B 30% and C 20%, the $10,000.00 would be divided by 
giving A $5,125.00 and B $4,875.00. This would bring A’s capital of 
$7,000.00 down to $1,875.00 and B’s capital of $6,000.00 down to $1,125.00, 
both credit, offset by C’s debit balance of $3,000.00. If C’s balance is a 
total loss, it would be charged A and B on the ratio of 50 and 30, or five- 
eighths to A and three-eighths to B, exactly closing their accounts without 
overpaying either of them. Of course, if C pays, A and B would receive 
all their balances. The point is that whether C pays or not, the division 
between A and B would be just. 


DiscouNT ON STOCK 


Editor, Students’ Department: _ P 
Sir: A company was organized under the iaws of the territory of 
Arizona with an authorized capital of ten million dollars, shares one dollar 
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par. Authorization was given by the board of directors for the purchase 
of a mining property, one million shares to be given the original owners 
in payment. There was a further understanding that enough of the un- 
issued stock was to be sold to place the mine on a paying basis, after 
which the balance was to be turned over to the original owners in further 
payment of the property. Suppose that five million shares were sold at an 
average price of forty cents, and that this was sufficient to place the prop- 
erty on a paying basis. Mining property account would then be charged 
with the original one million, plus the balance of unissued, or a total of 
five million dollars, cash two million, and discount on stock three million, 
as against the issued capital of ten million dollars. What disposition would 
you make of the discount on stock account? With some mines this could 
be taken care of by a charge of a certain amount to each year’s operation 
until the account was eliminated, but others could not extinguish it. I 
do not consider it a proper charge to mining property account. 
Yours very truly, 
Kansas City, Missouri. O. E. McMuLLen. 


There is no possible way to avoid charging the discount to the account 
of discount on stock, except by considering it a necessary part of the cost 
of developing the mine, in which case it would be a charge against the 
property. The reasoning that would justify this would be along the fol- 
lowing lines: 

The mine as it is turned over to the company is of no value until it is 
developed to the extent of producing paying ore. It is usually nothing 
more than a mining claim, or the right to mine. To make the mine valu- 
able it must be developed. Therefore everything which is essential to the 
development of the mine is a legitimate part of the cost of the property. 
This includes not only the expenses that apply directly to the mine, but 
also all incidental expenses. As it is necessary to raise money in order to 
pay these expenses, and as an office force is necessary to sell the stock, all 
the salaries of officers and clerks and all the commissions paid to agents 
are considered legitimate additions to the cost of the property. If it is 
necessary to sell the stock at a discount in order to provide funds, this 
reasoning will justify the inclusion of the discount in the property valua- 
tion as a development expense. This is acknowledged to be far-fetched 
and to be inadmissible in anything except the case of a mine. When a 
hole in the ground has already been given a valuation of five million dol- 
lars, the addition of another three million dollars does not make any very 
material difference. Why the capitalization could not be made four mil- 
lion dollars to begin with and half of it sold at par is something that has 
never been satisfactorily explained. It probably arises from the fact that 
“suckers” can be more easily caught if they are allowed to procure the 
stock at what looks like a bargain, but which is really not one. Many men 
who would be insulted at being called “suckers” are unable to see that 400 
shares at par in a four-million-dollar company is exactly the same as 1,000 
shares at 40% in a ten-million-dollar company. 

The method adopted by the company in question is not the usual nor 
the best one. The laws of the mining states allow any valuation to be 
placed on a mining prospect that the judgment of the stockholders or the 
board of directors may dictate. If it can be valued at five million dollars, 
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it can just as well be valued at ten million. The owner of the claim, 
therefore, subscribes to all the stock, and pays for his subscription by 
turning in the claim at a valuation of ten million dollars. In order to raise 
money for a working capital, he then donates five million dollars of his 
stock to the company for that purpose. As all his stock was fully paid up 
by the transfer of the mine, the donated stock is correctly designated 
treasury stock, and having been once fully paid up, it can be sold at a 
discount without making the purchaser liable for the discount, as he would 
be if he bought original stock below par. When treasury stock is charged 
the offsetting credit is to working capital. The credit cannot be to mizie 
account, since that would exhibit the anomaly of having valued the prop- 
erty at ten million dollars and of having immediately reduced its value 
by one-half. When any of the stock is sold treasury stock is credited 
with the par value, cash debited with the amount realized, and discount on 
stock with the discount. As the money is expended, actual assets, such as 
buildings and machinery, are charged in appropriate accounts, and all the 
expenses are charged to properly classified accounts of salaries, office 
expenses, traveling expense and other promotion expenses, as well as the 
direct costs of sinking shaft for labor and material, wages of general 
laborers, teaming, etc. All these expenses are classified under the head 
of development expense, but should be detailed in a balance sheet for the 
information of stockholders. We will assume that in this case these ex- 
penses amount to $1,500,000.00 and that the buildings and machinery cost 
$500,000.00, when all the stock is sold and all the money expended. The 
balance sheet would then be: 





Assets Liabilities 
Mining claims....... $10,000,000.00 | Capital stock........ $10,000,000.00 
Buildings and ma- Working capital..... 5,000,000.00 
ae 500,000.00 
Development expense, $15,000,000.00 
ee 1,500,000.00 SS 





Discount on stock...  3,000,000.00 








$15,000,000.00 








The discount may be deducted from working capital. 

On the supposition that development is now entirely finished, the work- 
ing capital has fulfilled its function of bringing the mine to an operating 
basis, and it is to be hoped a paying basis also. It can therefore be 
charged with the discount and with the development expense. There will 
remain a credit balance of $500,000.00, represented by real assets. This 
balance is in reality a donated surplus, but it is not best to call it such, 
since the term surplus is too suggestive of dividends. As it came origi- 
nally from the $10,000,000.00 represented by the mining claims, it is better 
to credit it to mining claims account. The capital stock will then be offset 
by mining claims $9,500,000.00 and machinery and buildings $500,000.00. 
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By this method it is entirely manifest that the discount on the stock 
sold has been included in the cost of the property, by the reduction in the 
amount of working capital credited to mining claims, but it has not been 
included specifically as discount. 


ILLEGITIMATE C. P. A. QuESTIONS 


When children get hold of a word that strikes their fancy, they like to 
display what they consider their superior knowledge by using it at the 
first opportunity. This weakness would hardly be expected in a person 
sufficiently grown up to be made a C. P. A. examiner. But this seems to 
be the only reason for including in the last Minnesota examination the 
question: 

Explain what is meant by memoriter accounts. 

A large number of practising accountants, some of them having a 
national reputation, have been asked to do this, and each one has earned 
an absolute zero. 

Webster defines memoriter as “By, or from memory.” The Century 
Dictionary says, “From memory; by heart; as to recite a poem memoriter.” 
These definitions do not throw a very brilliant light on the subject, even 
to the aforesaid accountants who have been consulted. 

Will the Minnesota examiner please give the information of which he 
seems to be the exclusive possessor? And will other examiners kindly 
refrain from asking questions of which no one knows the answer? 
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ACCOUNTS, THEIR CONSTRUCTION AND INTERPRETATION ; 
by Wrtt1am Morse core, M.A. Houghton Mifflin Company, Boston, 
1915; $2.25 net. 


Professor Cole’s work is unquestionably a valuable addition to modern 
accounting literature. Its purpose is not to present short-cuts and book- 
keeping made easy, but thorough discussion of principles, so that the 
student of the book shall be master of something better than rules of 
thumb, and shall be able to judge for himself what short-cuts will serve 
his purpose. For the convenience of those who are already familiar with 
both bookkeeping practice and the philosophical basis upon which it rests, 
routine matters are discussed by themselves in part 1; while part 2 is 
devoted to the analytical side of accounting, with a view to making general 
principles more concrete by applying them to the problems of different 
lines of business in which they may be best illustrated. The volume con- 
tains 434 pages, divided into twenty-three chapters, with appendices supple- 
menting the text and containing clearly explained formule in regard to 
interest and discount calculations, etc. 

It is in part 2, in reference to the principles of accounting, that the 
excellence of Professor Cole’s work is especially apparent. In some re- 
spects chapter XIX, which treats of general principles in factory account- 
ing, is the most interesting part of his book, for the subject of machine 
rates is there discussed in simple and intelligible language contrasting most 
favorably with the abstruse and complicated attempts at elucidation so 
commonly found in text-books dealing with that subject. One cannot 
help regretting that the author did not carry his illustrations a little 
further, with a view to showing, for example, his method of providing for 
rates pending on orders in progress at the date of closing the books, or 
for the handling of costs of parts passing through successive stages of 
manufacture before being assembled. It is interesting to note that he 
regards “idle time” as a part of the cost of manufactured product, and 
suggests that such elements of manufacturing burden as freight, cartage, 
storehouse space, storehouse wages, etc., should be distributed in the cost 
accounts as a percentage upon the value of materials used. 

Professor Cole believes that the railroad accounts of the country are 
kept better than any other accounts, and he devotes considerable space to 
their consideration, not only in his chapter on railroad accounting, but 
also in the chapters on general principles of cost accounting; on the place 
of statistics in accounting; on general principles of capitalization, and on 
accounting in reorganizations. Chapter XV treats of the last-mentioned 
subject, with special reference to the reorganization of the Atchison, 
Topeka and Santa Fé railroad, which is described so clearly as to make 
one wish that additional examples had been presented. 
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In the course of a detailed discussion of the general principles of 
capitalization, given in chapter XIII, the author expresses the opinion that 
popular criticisms of over-capitalization are to a great extent based on mis- 
conceptions. It seems probable that the physical valuation of the rail- 
roads of the United States now being conducted under the auspices of the 
interstate commerce commission will fully confirm that opinion, for it 
appears to have been developed already that one result of that great valua- 
tion authorized by congress will be to give the railroads the higher rates 
that many politicians would deny to them on the ground that they are 
wanted to pay dividends on watered stock. 

The relation between principal and interest in valuations, a subject of 
special interest to practising accountants, is discussed lucidly and ex- 
haustively in chapter XII, supplemented by convenient formule given in 
the appendix. Chapter XXI contains a brief but valuable treatise regarding 
consolidations, which, in common with the articles on trusteeship, partner- 
ship and bankruptcy accounts, might well have been dealt with more 
fully. 

The method of treating commercial discounts outlined in chapter XXI 
may be regarded as an interesting study in theory which, however, might 
prove troublesome in practice. Examples of somewhat circuitous pro- 
cedure advocated by Professor Cole may be cited in connection with his 
entries for cash sales and customers’ discounts described in the chapter on 
labor-saving devices, and in connection with the treatment of depreciation 
and maintenance charges, mentioned on page 106 in relation to the general 
principles of depreciation. 

But Professor Cole’s arguments are sound and logical, and his book, 
which every student and practitioner should possess, is remarkable for its 
clarity of expression and originality of treatment of a wide range of 
accounting topics. 


F. R. Carnecie STEELE. 





A GUIDE TO INCOME TAX PRACTICE; seventh edition, by Apam 


Murray and Rocer N. Carter. Gee & Company, London, 1915; 16 
shillings net, 17 shillings postpaid. 


The appearance of a seventh edition of what may be regarded as one 
of the standard works on income tax practice is a matter of considerable 
importance to all accountants, although of necessity the differences between 
the laws and the administration of them in Great Britain and other coun- 
tries militates to some extent against the value of the work to accountants 
outside the British Isles. The edition now published is edited by one of 
the authors of the original book, Mr. Roger N. Carter, and contains the 


_ latest legal decisions bearing upon income tax practice up to June this year. 


The introduction of an income tax into the economic scheme of the 
United States of America naturally directed attention to the literature on 
the subject published in other countries and presumably the work now 
before us is one that has received a ready welcome among students of 
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income tax questions here. There are many taxpayers who feel that the 
American law might with advantage be amended in many particulars so as 
to conform to that code of income tax law which has been evolved after 
many years of British experience. 

It is to be expected that a book dealing with the technicalities of income 
taxation will be of more interest to the accountant than to other men. 
Lawyers both here and abroad have studied income taxation in a superficial 
way, but in the last analysis it must be the accountant with his knowledge 
of the income tax law and his grasp of accountancy who will be called upon 
to prepare returns and will come to be regarded as the final authority. 

It is important that a text-book on the subject of a constantly changing 
tax should frequentiy be revised and the authors of A Guide to Income 
Tax Practice deserve commendation for their efforts to keep abreast of 
legal and administrative developments. 





Announcements 


It is announced that the firm of Hilton, Rawlings & Company, certified 
public accountants, Norfolk, Virginia, has been dissolved by mutual con- 
sent. W. P. Hilton continues to practise with offices in the Royster Build- 
ing, Norfolk, and A. Lee Rawlings and Fred B. Hill will practise under the 
firm name of Rawlings, Hill & Company with offices in Law Building, 
Norfolk. 


Touche, Niven & Company announce the opening of an office in Railway 
Exchange building, St. Louis, Missouri. Henry E. Mendes, C. P.A., is 
resident manager. 





